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Coming — Last month we promised that 
the February issue would contain papers 
presented at the recent West Virginia Tax 
Institute. We regret that we were forced 
to make a switch just before press time, 
but look for these excellent papers in the 
March TAXES. Two of the papers of spe- 
cial interest are J. Sydnor Mitchell's ‘‘Some 
Special Problems of the Small Retailer’’ and 
James E. Gelbert's ‘‘Tax Problems of the 
Coal Industry.”’ 


In addition to the West Virginia institute 
papers, articles by other well-known and 
expert tax men will be included—and the 
usual staff-prepared departments will keep 
you informed on tax matters before the 
Congress, the courts and the administrative 


agencies. 
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Administrative... 


FEDERAL \ TTENTION New York employers! If you 
TAXES are operating under a self-insurer program as required by the 
New York nonoccupational disability law, you must keep records 
and withhold the federal income tax from the payments made to 
an eligible employee when his benefits exceed the amounts that 
the employee has paid into the fund. Two new rulings—54-] 
and 54-2——apply. The first holds that the self-insurer plan, unde 
which the employee also makes a contribution based on salary, 
is not a plan of insurance, and the second ruling relates to the 
matter of withholding. The Commissioner says further study 
of this situation is being undertaken and more rulings can be 


( X per ted 


r % 
| HE ACTIONS of two stockholder-officers 
of a corporation, under state law, amounted to embezzlement 
Their defense in this income tax evasion trial was that em 
bezzled funds were not income under the Wilcox case (46-1 
ustc © Q18&8) Phe Tax Court, however, followed the Rutki 
case (52-1 ust | 9200), in which extorted funds were held to be 
taxable to the extorter Phe court stated that the hability to re 
pay was “such as to leave serious doubt whether the whol 
project was not a false front erected to deceive not the corpo 
m nor its stockholders but the Commissioner of Internal 
Revenue.” There is a strong dissent from the majority which 
upheld the Tax Court and held the amount embezzled to be 
Phe dissent contends that the majority opinion infers 
that the Nutkin case overruled the Wilcox case, which was ni 


sO Kann 3 ssioner, 54-1 ustc { 9144 (CA-3) 


\ STOCKHOLDER-EMPLOYEE. became 
the gyuarantor of the corporation s note at a bank Shortly after 


giving the guarantee, the corporation became a bankrupt. How 
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should the stockholder-employee treat the amount he repaid to 
the bank as guarantor? This question was decided recently in 
Pollak v. Commissioner, 54-1 uste § 9149. The taxpayer had de 
ducted the amount in full and the Commissioner and the Tax 
Court had disallowed this, holding that the payment to the bank 
was a nonbusiness bad debt deductible to the extent of a short 
term capital loss. The Third Circuit, however, overruled the Tax 
Court. The taxpayer believed that the corporation would prospet 
when he made the guarantee and that, as a result, his stock would 
become more valuable. It was a loss deductible in full. The 


transaction was one that had been entered into for profit 


. 

I: \IR MARKET VALUE of stock in a closely 
held corporation—how is it determined? Well, for estate tax put 
poses, the Commissioner based his determination on the book 
value of the stock (of a department store). However, “book value 
is but one of the factors to be considered and is not necessarily 
determinative of the question.” Given consideration in Estate of 
Samuel E, Montgomery, CCH Dec. 20,022(M), 12 TCM 1380. were 
such factors as “the history of the Company's earnings, the book 
value of the stock, the fact that the stock is closely held, the price 
at which other sales of the stock were made, the diy idend Te ord 
of the Company, the troubles with the lease at the store, 
the imminence of extensive repairs at the store, the char 
acter of the Company management, and the opinions of the expert 


witnesses. 


r q 
| Hk HUSBAND was required to pay his 


divorced wife 25 per cent of his income or $2,000, whichever was 


greater, so long as she lived and remained unmarried. He was 
also required to pay the premiums on, and to keep free of encum 
brances, certain insurance policies on which the divorced wife 
was named the primary beneficiary. The wife could not benefit 
from the policies so long as her former husband carried out his 
agreement and survived her remarriage or death; consequently 
the arnount of the premiums was not income to her under the 
alimony section of the law and they were not deductible by the 
husband under Section 23 (u).—FPaker, CCH Dec. 20,251(M), 12 


PCM 1456 


ry 

| RANSACTION is not for profit where 
property is sold to nephew below its fair market value. . . . In 
1938, a man and his wife agreed to sell property to his nephew 
for $5,000. Although the nephew resided on the property, he 
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made none of the agreed payments until 1943 or 1944, when he 
made full payment and received a deed to the property. In 1944, 
the uncle claimed a loss on the sale of $2,208, based on the fair 
market value of the property of $8,000 less depreciation of $687.50. 
The loss was disallowed because, although he believed that he 
could have gotten $8,000 from an outsider, the sale to his nephew 
was because the latter was “pretty hard up at the time” and was 
not a transaction entered into for profit—Wailliam M. Wilson, 
CCH Dec. 20,010(M), 12 TCM 1349 


‘ 

I: RANCHISES for the exclusive sale of cer 
tain products in a certain territory—how should they be valued 
for depreciation? This question was recently decided in Morse 
Company v. Commissioner, 54-1 ustc § 9140 (CA-1). Twelve fran 
chises for the exclusive sale in a certain territory of certain food 
products for a period of ten years were valued at $400,000. The 
franchises were revocable upon 90 day s’ notice for dissatisfac tory 
sales representation. The franchises were transferred to the 
taxpayer corporation in exchange for its stock, but the court held 
that their value did not exceed $5,000, which was the cost of the 
legal fees expended to obtain them. This amount became the 
basis for depreciation 


ry 
| HESE THREE CASES have to do with 
lax bookkeeping and the imposition of fraud penalties. In the 
first, the taxpayers, for three consecutive years, understated their 
income because of errors of computation, and the fourth year 
they overpaid their tax. The Tax Court held that the Commis 
sioner could not prove fraud. In the second, the Commissioner 
could not make the charge of fraud stand either—‘“‘lax bookkeep 
ing methods are not conclusively fraudulent * But in the 
third case the taxpayer kept two sets of books, and, further, he 
failed to appear at the trial. The Commissioner recomputed this 
taxpayer's income through the use of bank deposits and the fraud 
penalties were imposed.—-Fvans, CCH Dec. 20,065(M), 12 TCM 
1470; Lewis, CCH Dec. 20,064, 12 TCM 1465; O’Harra, CCH Dee 

20,062, 12 TCM 1459 


\ DIVORCED WIFE to whom alimony pay 


ments were taxable challenged the constitutionality of Section 


22(k), but the Tax Court refused to consider that question since 


it had not been specifically pleaded.——//olahan, CCH Dec. 20,104, 
4 ie No. 57 
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The President's Recommendations 


for the Revenue Act of 1954 .. . 


The Budget and the Debt 


Washington Tax Talk 


The President 


It can be done.—The budget submitted to 
the Congress on January 21 for the 
June 30, 1955, is considerably 
estimate of the amount that 
would be required to run the government for 
fiscal year 1955 by the prior Administration 
The reduction was accomplished by 
ming a bit 


fiscal 
ending 


less than the 


Veal 


trim 


here and there, by 


continuing 


only those programs which are considered 


essential and by deferring to 


time 


some tuture 
programs which some think de 
sirable. Tax 
fected a rather 
According to the 


marks the 


those 
reductions have also been ef 
remarkable 


Preside nt, 


achievement 
this budget 
beginning of a movement to shift 
and local 
enterprise 
appropriately and 
ried on by them 

and the 


to stat governments and to pri 


vate 


activities which 


can more 
more efficiently be car 
The amount of the budget 
allocation of the income and ex 
dollar is graphically told by the 


which appear at pages 102, 103 and 


pe nditure 
charts 
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The debt.— The outstanding obligations of 


the federal perilously close 
ts 


75 billion limit of federal debt. On 
nuary 11, 1954, the 


J 
$274,670,901,.037 
I 


vyovernment are 


to the $ 


federal debt was 
In his budget message, the 
resident urged Congress to raise the 
limit The difficulty has that 


debt is redeemable 


de bt 


been such a 
either 


tion or will mature in the 


next lew 


Recommendations for the Revenue Act 
of 1954.—Through the 


appeart | in the Oct be f ay 


Marrs articles which 
d November, 1953 
Ss magazine, we reported the 


behind-the 


issues of thi 
tremendous 
had been 
of the 


scenes work that 


done leading to a major revision 


federal tax law Phe Wavs 


almost dail, 


and 
Means Committes 


has been in 


since the cor 


session 


vening ot Cong 


ress 


One ot the major recommendations to come 
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trom the committee is that of rearranging 
the Code, and agreement on certain specific 
changes has been announced. All of this 
behind-the-scenes work is now bearing fruit 
On January 21, 1954, the President sent to 
the Congress a proposal for tax 
with 25 specific recommendations 


low in full text 


revision 
They fol 


Our whole system of taxation needs revi 
sion and overhauling 


It has grown hap 
hazardly over many 


years. The tax system 
should be completely revised 


Revision of the tax 
make 


system 1s needed to 
tax burdens fairer for millions of indi 
taxpayers. It is needed to restore 
sustained production 
growth The 
continued to grow 
with artificial support 
inflation This is not a 


vidual 


normal incentives for 


and economic country’s 


economy has during 


recent years 


trom 
recurring solid 

We must restore 
permit traditional 
\merican initiative and production genius 


to push on to 


foundation for prosperity 


conditions which will 


ever higher 


standards of liv 
Among these condi 


system 


ing and employment 
tions, a fair tax with minimum 
restraints on small and growing businesses 


is especially important 


| believe that this proposed tax revision 
is the important should 
in easing our tax burdens. After it is com 
pleted, further reductions in 
applied to our 


next step we take 


expenditures 
can be two objectives of 


balancing the budget and reducing tax rate 


\ year ago I asked the 
lreasury to undertake a 
system and 


Secretary of the 


complete review 


of the tax make recommenda 
The Committee on Ways 
House of Representatives 
constructive 
with the same objec 
hearings were held by the 
committee during the late spring and summer 


I 


tions tor changes 
and Means of the 
had 


tion of the tax 


already started 


cxamina 
law Ss 


tives 


extensive 


The proposed revisions are the result of a 


We rk The 


*s intensive collaboration 
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substantially reduce 


1 | 1 
thereby helping 


in their imdivid 


vill reduce the more 
production and eco 


nom They will promote invest 


ment, better 


provide . new and 
miet hry 


production and creates addi 


tional payrolls and more jobs 


] ! 


i} also make thie lay 


os with lye nents to iy { 
rmvernment They will in 


} 


prevent abuse by which 


| SOOTTNG 


ne avoid thew rightful share 


burdens by taking 


untamw advantage ot 


Hiicalities 


OHI a yea 
t claim ; a «lk 
earns over 600 dol 
children in 


is mucl 


Where it comes from... 


—_ 


Corporation Income Taxes 


31° 


— oe 
portes 
should, ! ou , contin 


Ine tax on earnings above 600 doll 


4 Head of 


widow o1 


famultes \t 
widower witl 


present, a 
dependent childres 
is denied the tull ber 
available to married couples 
ax the income ot a 
dependent childret 
than were applied to the tamily in 
death of ot the 


marriage l 


betore the partners 
recommend that widows 
widowers with dependent 
lowed to split their income 


by married couples 


Vhis 


thorized tor 


same tax treatment sh 


Silt le 
pendent parents. lurthermore, 


requirement that dependent parents must 


ildren to 
should be 


It is often best for elderly 


live with their children for the cl 
quality tor this tax treatment 
removed people 


to be abk to live in their own home S, and 


the tax laws should not it a penalty on 


family arrangements oft t 


_ The BUDGET 
\ DOLLAR 


fe Borrowing 4 ¢ 


Individual Income Taxes 


43° 


Excise Taxes 


Customs and 
Other Taxes 


6‘ - 


Where it will go... 
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102 February, 


16° 


10° 


Charges Fixed by Law 
Interest Veterans 
Grants to Stotes, Etc 


22 


1954 e@ 


Fiscal Year 1955 Estimated 


rs 
A 


Major National Security 


Militory 

Mutual Military Program 
Atomic Energy 
Stockpiling 


68° 
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FEDERAL 
BUDGET 


EXPENDITURES 


Billions of Dollars 


$14 


hildren ! 
r thildren 


dependents 
children in 


claimed as 


and 
Option may t be 


| recone! such chil 


Sanne tax 
worknu moth 
til sbands Are inl 


principal support 


lhe present tax 
medical expenses are 
lal tragic emel 
many tamilies 

he Ive 


percent 


ceil 


fF 5.000. « 
ubled so that maxi 


dollat S 


mecical ak duc 


10.000 


nition 
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surance as well as to a full or partial con 


tinuation of earnings during a sickness. 


here 


between 


should be no tax discrimination 
with an 
those financed di 
employer. \t 


received by a person 


plans insured 


outside in 


surance and 


company 
rectly by the present, 


payments sick 


while 
under an 


This makes it possible for a 


are entirely nontaxable if made 
insared plan 
person subject to high tax rates to have a 
much larger net mcome 


than 


while on sick leave 


while at work To 


prevent abuses, 
100 dollars a 
week be placed on tax-free benefits, but this 


| recommend that a limit of 


exemption should be extended only to plans 
meeting certain general standards 


y Pension and plans for 


lovees lhe qualifica 
tion for special tax treatment of employers 


profit-sharing 


cme conditions IO! 


pension plans are too involved 
ire desirable | 


Such plans 
recommend that the 
that discretion 
be given in establishing plans for different 


rules 


be simplified 


and greater 


groups of employees, so long as there 1s no 
discrimination in favor of key executives 
or stockholders 


{ ndetr 
pension to a surviving widow or child of an 
employee is included in the 


able 


not live 


present law, the value of a tuture 


husband's tax 
estate, even though the survivors may 
to receive the full benefits and there 
may be no cash available to pay the tax 
1 recommend that such value should not be 
but that the 
continue to pay tax on the 
that it 


receiving it 


included in an estate survivors 


pension in the 


sam was taxed to the pet 


manne! 
son first 
At the 


petition with ordinary taxpaying businesses, 
that 


ATNIE 


same time, to avoid untair com 


| recommend 


pension trusts be re 


tricted in the manner % tax-exempt 
should 


regard to percentage distribution 


assets ¢ 


foundations hie 


subject 
o rules u 


mparable to those applying 


regulated investment companies 


‘ Taxation of annurtty nder the 


resent tax law, a person buying an annuity 


is taxed on a relatively lar 


payment until his cost 
hich time the tull 
ible lhe tax rule ts 


t likel 


amou 


bey 


pectane recommend that 


ecatment of annuities be determined 


is of the lite xpectancyv ot 


receiving tt Phis will permit 


of thousands of people who 





recover their capital free of tax over the 
life expectancies and will avoid any change 
in the tax status of an annuity during a per- 
son’s lifetime 


9. Double 


present, 


dividends At 
both 
earned and to the 
millions of stockholders as it is paid out in 
dividends This double taxation is bad 
from two standpoints. It is unfair and it 
recommend that 
removal of this 
stockholders a 
income 


taxation of 


business income is taxed to 


the corporation as it 1s 


discourages investment. | 
a start be made in the 
double taxation by allowing 
credit against their own 
partial offset for the 
This investment 


which in turn means business expansion and 


taxes aS a 
corporate tax 
promote 


previ 


ously will 


paid 


more production and jobs 


Specifically, I recommend that the credit 


be allowed On all 


increasing scale over the 


next 3 years recommend 


For this year, I 
that a credit of 5 percent be 
1955, a credit of 10 


and later years, 


allowed; for 


percent; and, in 1956 
lo avoid shiits 


divi 


15 percent 
in the dates of 


payment corporation 


these credits 


should apply to divi 
July 31 of 
To give the full benefit immediately to small 
stockholders, I the first 50 
dollars of dividends be completely exempted 
1954 and that the first 100 


dollars be exempted in 1955 and later years 


dends received each Veal 


atter 
recommend that 
trom tax mn 


10. Estimated The burden on 


those required to file estimated tax returns 
should be 


returns 


reduced by increasing the number 
of optional ways in which an individual can 
estimate his tax without 
penalty for an underestimate 


being subject to 
I recommend 
also that the penalties resulting from undet 
estimates be simplified by 


being stated as 


a 6-percent interest charge on deficiencies 


11. Filing date—To reduce the burdens 
of preparing and filing returns in the 
months of 
March 15 filing date for 
changed to April 15 


early 


the year, | recommend that the 


individuals be 


In the 
objectives of fairness, simplicity, and reduc 


taxation of business the 


Same 


tion of tax barriers to production and nor 
mal important. The 
revised on the 


economic growth are 
should be 


standards 


present tax law 
basis of these 
Particular should be 


the revision of the law to the 
small and 


attention given in 


problems ot 
concerns I 


growing business 


cannot 


emphasize too strongly the social 


and economic importance of an environment 


which will encourage the 


104 


rrowtl 
growth, 


tormation, 


February, 


1954 e@ 


and continued independent existence of new 
companies 


12. Depreciation—A liberalization of the 
tax treatment of depreciation would have 
far-reaching effects on all ‘business and be 
especially helpful in the expansion of small 


business conducted as 


whether individual 
proprietorships, 
tions. At buildings, equipment, 
and machinery are usually written off uni 
tormly their 
The deductions 


early 


partnerships, or corpora 


present, 
over useful lives. 
allowed, especially in the 
below the actual 


long-range 


estimated 


oiten 
This discourages 
which the 
loreseen It 
replacement of old 


years, are 
depreciation 


investment on 


risks cannot be 


clearly discourages the early 
equipment with 
And it makes it 
more difficult to secure financing for capital 


investment, particularly for 


new 
and improved equipment 


small business 


OTrganiZations, 


I recommend that the tax 


substantially 


treatment of 
depreciation be changed to 
reduce these restrictions on new investment, 
which provides a basis for economic growth, 
increased production, and improved stand 
ards of living. It will help the manufacturer 
machinery and_ the 
expanding and modernizing his 
It will help the 
equipment All of this 


jobs 


in buving new store 


keeper in 


establishment farmer get 


new means many 


more 


Specifically, I business 


be allowed more 


that 

freedom in using straight 
and in 

depreciation 


recommend 
line other 
Larger dgeprecia- 
tion charges should be allowed in the early 
years of life of property by the use of the 
declining-balance method of depreciation at 
rates double under the 
straight-line method. Other methods which 
give larger depreciation in early years should 
be accepted, so long as they do not produce 
deductions those available 
the declining-balance method 


depreciation selecting 


methods of 


those permitted 


which exceed 


under 


The new methods of depreciation should 
be allowed for 
equipment, 


all investments in buildings, 
and machinery made 
1954 This would include farm 


buildings and equipment and new construc 


after Janu 


ary l, 


tion ot commercial and 


and rental housing 


industrial buildings 


Faster 
will 
later to earlier vears It 
total 


tact, 


depreciation, it should he 
merely 


I oted, 


shiit the tax deductions from 


will not increase 


deductions The change should, in 


increase Government revenues over the 


years because of the stimulation which it 


will give to enterprise and expansion 
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Budget Summary 1950-1955 


$ Billions 


100 


1952 


1951 


Fiscal Years 


$ Billions 


100 
APPROPRIATIONS 


New Obligqational Authority 


Current Estimate Estimate 
1954 and 1955 Receipts Include New Tox Proposals 
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In addition to the tax treatment of depre 
ciation, which is important for all business, 
there are other features of the tax law which 


are of special importance to smal] business 


13. Research and development 
At present, companies ar¢ 
mitted to deduct 
development 


ex pense s 
otten not per 
research or 
rule 1s 


currently for 


expenses. This espe 
cially burdensome to small concerns because 
research 
immediate de 


hat all companies 


large companies with established 


laboratories can usually get 
ductions. I recommend t 
be given an option to capitalize or to write 
off currently thei from 
research and development work. Our tra- 
dition of initiative and rapid technical im 
provements must not be hampered by 


rules 


expenses arising 


adverse tax 


14. Accumulation of 
ent, the penalty tax on 


earnings At pres 
accumu 
operates to 


excessive 


lations of corporate earnings 


discourage the growth of small companies 
which are peculiarly dependent on retained 
earnings for The tax in 
prevent avoidance ot 
stockholders, but I 
that the law be 
Government 
that a 


unreasonable 


expansion. some 


form is necessary to 
individual taxes by 
changed to 
burden 


earnings 1S 


recommend 
make the 
ot prool 


assume the 
retention oft 


15. Taxation of partnerships —The tax 


law applicable to partnerships is complex 


and uncertain I recommend that it be 


Washington Tax Talk 


definite. It should 
be possible to form partnerships and make 
changes in them without undue tax 


simplified and made 
com- 
plications. 


treatment for 
and partnerships —Small 
should .be able to operate 
whatever form of organization 
for their particular 
incurring 


16. Optional taa 
corporations 


nesses 


certain 
busi 
under 
is desirable 
circumstances, without 
penalties. To 
recommend that cor 
small number of active 
stockholders be given the option to be taxed 
as partnerships and that certain partner 
ships be given the option to be taxed as 
corporations 


unnecessary tax 
secure this result, | 


porations with a 


17. Corporate The tax 
law applicable to reorganizations and re 
capitalizations of corporations is also com 
plex and uncertain. This part of the law 
should be simplified and made sufficiently 
definite to permit people to know in advance 
the tax consequences of their actions 


The corporations fre 
quently find it necessary to rearrange their 


reorganizations 


owners of small 


interests im a corporation in anticipation of 


estate taxes, to secure new capital, or to 


make stock available for a new management 
group I recommend 
permit tax-free 


that the tax law 
rearrangements of stock 
holders’ interests in corporations, so long 
as no 


corporate withdrawn 


Such changes will remove some of the tax 


earnings are 
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pressures which force the sale of independ 


ent companies to larger corporations \t 


the same should be tightened 


time, the law 


to pre vent abuse S by earn 


which corporate 
through the 


and redemption of corporate 


ws are withdrawn issuance 


securities It 
amended to avoid abuses 
the purchase of 


their 


ld also be 
corporations to 


acquire rights to loss carryovers 


s carryback \t 
bac k 

earnings for 1] 

to be offset 
for years. I recommend that the carry 
back be This will 
benefit established companies which become 
‘The 
be continued to 
offset thet 


losses 


present, 


carried and offset against 


year and carried for 


against tuture earnings 


extended to 2 years 
distressed year carryforward should 
permit new businesses to 


early losses against lates pronts 


19 Sail 


present only 


’ 


conservation expenses At 


limited and uncertain tax «de 


ductions are 


allowed tor soil conserv: rn 


expenses on farms. I recommend that suc 


deductions be allowed up to an percent oO! 


the farmer’s gross income 


20. Accounting definition lax 
ig should be more vearly in line 
with accepted business accounting by allow 


1Nhf prepaid 


account 


brought 


income to be taxed as it 1s 


and by 
established tor 


earned rather than as it 1s received, 
allowing reserves to be 


known future expenses 


] Vultiple 


dated 


surtax exemptions, consolt 


returns, and 


intercorporate dividends 
that the law be. tightened 


abuses from the us 


| recommend 


to remove of multiple 


single enterprise I also 


that the 


corporations ma 
recommend 


solidate ad 


penalty tax on con 
returns and 


intercorporate divi 


dends be remove over a 3-year period 


om foreign sources 


| recommend tl he taxation of in 


come from toreign business investments 


The in 


and business environment 


be modified in seve ral respects 
vestment climate 


abroad are much more important than out 


own tax laws in influencing the international 
flow Nonetheless, 
our capital and management know 
be hie Iptul il 

other 


many of them 


of capital and business 


how can 


furthering develop 


economic 
and 
Our tax laws should contan 
United States 
within 


ment in countries, is desired by 


no peralties against invest 


ment abroad, and 


reasonable limits 
investment which 


should supplant Government economic aid 


Specifically, I 


new 


should encourage private 


recommend the following 


provisions 


our taxation of business 


Mncome 


106 


Irom toreign sources 


February, 1954 @ 


(a) Business ingome 
sidiaries or from segrega 


which 


and elect oO 


should be 


operat 


subsidiaries taxed 


1 


percentage points low Lila 


corporate ri lowe 
only 


should apply 


ary 1, 1954 


earnings 


(b) The present definition of 
which 
States 


include any tax 


torei2gn 
may be credited against the United 
should be 


other than an 


income tax broadened to 


mcome tax 
which is the principal torm of taxation on 
business in a_ country, 


exe ept turnover, 


general sales or 


excise and = social 


This 
laws, should not bring 
other 


and rates to ours 


(c) The overall 
credits should be removed 


taxe s, 


security taxes country, by 1 ax 


indirect 
countries to adapt 


pressure on 


then 


tax systems 


limitation on 
discourages companies ¢ 
Im one foreign ¢ 
ness in another 
ations 


lew years 


(d) Regulated investment 
centrating on loreign investments 
permitted to pass on to thei 
the credit for foreign 


available on direct individu 


Payment dates of corporation in 
come tax—Over the past 


corporation income tax payments have 


several years, 


been 


gradually shifted forward into the first 


of the regular quarter] dates 


the entire tax will be due in 1 


stallments in March and June 


The irregularity of tax receipt ases 


de bt 


money 


the problems In managing the 


and is an unsettling influence in 
markets The 
| 


AISO 


irregularity of tax payments 


may make it harder for corporations 


to manage their own financing 


| recommend that, beginning i 
ot 195 5, a Start be 


corporation 


made in smo 
mcome tax 
quiring advance 
December 


payments 
payments in September and 
before the end of the 


Each of 


at 3 


taxable 
should be 


amount due tor 


Veal! these payments 


made percent of the 


the entire year in 1955, rising to 25 percent 


each in 1959 and later years 


These advance payments will require esti 
mates of income for the year 
comparable to those now 
viduals Though 


difficult to make 


somewhat 
required of indi 
estimates of profits are 


accurately, no payments 
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make 


Phe regulations and administration 


laws are being tightened to 
small minority 
share ot ti 

THLISLISS 


ticullal 


, proper practices 
consistency if 7 1 Ommena 


“aSSCSS 5 General mplification 


penalties, md other VISION The revision of the 


admin tax laws should be comp chensive Many 
| mnecessary complications lave developed 
over the years. The entire Internal Revenuc 


Code needs rewrittihe and reorganization 


fair administration of Jomtly, the Treasury Department and tlhe 
—. tal to every individual talf of the congressional committees have 
country. The Internal Revenue Service has developed many recommendations for change 
italized during the past year and js Other than those which | have deseribed 
managed on a basis that here Some of these relate to the estate and 

d equal treatment to all tax git tax, and the administrative provistot 


realization of taxes f1 of the excise taxes 


contribution by eacl The review of the present tax system 


Treasury Department has not yet 


United Press Photo 


This is the first picture made of the United States Supreme Court 

since Earl Warren took office as Chief Justice. In the front row are 

(left to right) Felix Frankfurter, Hugo Black, Chief Justice Warren, Stanley Reed 
and William O. Douglas. In the back row: 

Tom Clark, Robert H. Jackson, Harold Burton and Sherman Minton. 
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led to final conclusions in many 
ations that further 


other situ 


require study before any 
recommendations for change can be properly 
made. These subjects include the tax treat 
ment of capital gains and losses, the special 
problems of the oil and mining industries, 


the tax treatment of 


cooperatives and o1 


ganizations which are wholly Oo! partially 


tax exempt, as well as the 


provision of re 
tirement income tor people not covered by 
pension plans 

‘I he tax 


by the loregoing 25 


reforms and 


revisions covered 
recommendations make 
the income tax system to individuals 
and less burdensome on production and con 
tinued economi After their adop 
reductions in Government 
expenditures will make possibl 


reductions in the 


lairer 


growth 
tion, turther 


additional 
deficit and tax rates 


{ 


iot believe that the budgetary situa 


justihes 


any tax reductions beyond 


involved in the oposed tax revisio1 


lt wi i occurred on 
Accordingly, | 
May 


corporate 


and in the tax char 
January 1 


ommendation of last 
im the 


repeat my rec 
that the 
imcome tax 
another year 


reduction 


general rate 


be deferred for 


Excise taxes provide a 
proportion of our total tax 
the fiscal year 1955, they are estimated to 
produce 10 billion dollars at 
with 20 billion 
income taxation 


individual 


small 
revenues. In 


relatively 


existing rates 
dollars from 
corporation and 30 billiot 
lollars income taxes, Ot 
this 10 billion dollars, more than half comes 
from the 


is ¢ ompared 
trom 


excise taxes on 


lique SC; Fw ybacce , 


and gasoline 

Because of the present need for revenue, 
I recommend that the excise taxes sched 
uled to be reduced on April 1, including 
those on liquor, tobacco, automobiles, and 
gasoline, be continued at present rates; and 
that any adjustments in the other 


taxes be such as to maintain the total vield 
which we are 


excis¢ 


now receiving from this source 


The Supreme Court 


Withholding social taxes trom 
the pay of domestics is constitutional. Cer 
tiorari was denied on January 4 in the Abney 


v. Campbell case received 


security 


This case much 


publicity a few years ago whien a 


group ol 
Marshall, Texas housewives refused to com 
ply with the law and the collector attached 


their bank accounts. They attacked the law 


The Fifth 


constitutional 


on constitutional 
held the law 
denial of 


108 


grounds Circuit 


and witl the 
certiorari that decision stands 


February, 


1954 


| he 


and 


Commissioner’s revision of salaries 


allocation of profits of a partnership 
a sense uphe ld by the denial of cer 
tiorari in Wetss v. Johnson 


was composed of the 


I 


were in 
The partnership 
taxpayer and his two 
eneral partners and his three 
limited 
revised the 
of prohts in ac 


sons-in-law as § 


partners. The 
1] 


daughters as Com 
missione! salaries 


and allocation 


ordance with services ren 


dered and capital contribution percentages, 
rather than the percentages 
partnership agreement. The 


upheld the Commissioner 


fixed in the 
Second Circuit 


Certiorari will not be applied for in the 
following cases: 


Beamsley v. Commissioner. 53-2 ust 95 


(CA-7). 
Boston 


53-2 UST 


17 
Vaine Railroad v. Commissioner, 


€ 9516 (CA-1) 
Burley Tobacco Warehouse, In 


Glenn v., 53-2 ustc ©9593 (CA-6) 


Consolidated A ppare! 
wner, 53 


Company 
A-7) 
First Trust and Savings Bank of Davenport, 


Iowa, Admr. (Kraftmeyer Estate) v. U. S 
53-2 ustc ¥ 9496 (CA-8) 


2 ustc § 9586 (¢ 


Fleming et al. v 
© 9469 (CA-5) 


Campbell, Jr., 53 


General Casualty ¢ 
U. §., 53-2 ust 


ompany of America et al 
{ 9483 (CA-5) 
Gordon, Sr. l es 5. 


(CA-5). 
Harding v 


9494 


Harmon, 
(CA-10) 

Horschel; 
(CA-9). 


9479 


945] 


Industrial Trust Company v. ( 
53-2 ustc 7 9489 (CA-1) 


pmLINIsSstoner, 


Kraftmever Estate v. U.S rc | 9496 
(CA 8) 


Kronner et al 
{9235 

Vaurits et al 
(CA-5). 

VMaxwe 
CA-5) 


Scofield 7 
l et al. v. Campbell, 
Pacific Mi 


€ ommisstone? 


53-2 UsTe 


1 9493 (CA-5) 
(Continued on page 162) 
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“Closings in Sales Transactions 
By JOHN C. BRUTON, Attorney, Columbia, South Carolina 


A Closing in the Tax Sense Is Not 
Necessarily the Same as a Closing from 
the Common Law Viewpoint 


appreciation in the 
property does not 
unless and until a taxable 


or curs.’ Code 


| iS FORICALLY. 

value of become 
taxable incident 
Section 112 makes this tax 
able incident a sale or exchange of the prop 
erty, subsections (a) and (b) providing that 
sale or “other 


loss) on such 


shall be 


receive d as 


the gain (or 
disposition” when the 


consideration for the 


realize d 
amount 


property transferred exceeds, or is less than, 


the adjuste d basis of the property 

Section 111 (a): 
The 
disposition of property shall be the 
of the 


“COMPUTATION OF GAIN 


other 


or Loss 


gain trom the sale Oo! 


excess 
amount realized therefrom over the 
adjusted basis provided in section 113 (b) 
for determining gain, and the loss shall be 


the excess of the adjusted basis provided 


in such section for determining loss 


ovet 
the amount realized.” 


Section 111 (b): “AMounT REALIzZED.—The 
amount realized from the sale or other dis 


Merchants Loan € 
Smietanka, 1 ustc {% 42, 255 


‘Code Sec. 112 (a); The 
Trust Company v 
U.S. 509 (1921). 

- This adaption of old common law doctrines 
by lawyer-judges in interpreting the tax laws 
is not uncommon. See, for example, the opin 
ion by the late Chief Justice Vinson in Healy 
v, Commissioner, 53-1 ustc % 9292, 325 U. S. 278 

‘The phrase ‘claim of right’ is a term known 
of old to lawyers Its typical use has been in 
real property law in dealing with title by ad 


‘“Closings’’ in Sales Transactions 


postion of shall be the sum of 
any money received plus the fair market 


value of the property (other than money) 


property 


rec eived 
Obviously, under there 


loss) until 


these provisions, 
can be no realization of gain (or 
there is a sale or 
property 
as to 


other disposition of the 
The question, frequently arising, 
other 


when a “sale or 


disposition” 
occurs is not resolved by the use of the 
word “received” in Section 111 
definite 


cash or 


(b) since a 
obligation of a purchaser to pay 
may be 


therefore, 


proper ty 
not surprising, 


accrued It is 
that, in the court 
decisions on this question, the requirement 
of a “closing” 


Section 112 (a) 


has been interpolated into 


The term 
property law, having to do with the actual 
transfer of the property in exchange for 
money or other consideration, but this phrase 
has come into 
ministration of 


“closing” has its origin in real 


common usage in the ad 


income tax law. In real 


verse possession, where the rule has been that 
title can be acquired by adverse possession only 
if the occupant claims that he has a right to 
be in possession as owner The use of the term 
in the field of income taxation is analagous 
There is a claim of right when funds are re 
ceived and treated by a taxpayer as belonging 
to him. The fact that subsequently the claim 
is found to be invalid by a court does not 
change the fact that the claim did exist 


109 





marketable 


from the unmarketable 


An example of the judicial interpolation 


the requirement of a closing where 


trie Was realized das 


a practical effect ot 


the transaction) by an accrual-basis tax 


payer prior to the osing, 1s found in the 
uv. North 
ompan Chere, the 
27, 1916, gave the 


( o1 ipany an 


leading decision Texas 


Lumber ( taxpayer, on 
Southern Pine 
prop 
company 


December 
option 
stated price Phe 
iound the title satisfactory 
ber 30, 1916, gave the 
it would 
took 


to purchase its 
erty tor a pine 
Decem 
that 


( le SINK 


and, on 
taxpaver notice 
The 
1917, at 


passed and the 


exercise the option 


place on January which 


time the documents of title 

The 

gain on the sale as 
held that, 

intil 1917, the gain was reportable in that 


The Court stated 


price Was paid accrued its 


1916 incom«e The 


as the sale was not closed 


taxpaye! 
Court 


yvcatl 


“Respondent did not prepare the 
effect the 
tender ot title or 


pape rs 


necessary to make 


transter of 
possession or demand the 
1916 The title 
until the 
( onsequently 
vende tor the 
that 
The entry of the purchase price in respond 


purchase 


price in and right 


of possession remained 


transac 


tion was closed uncondi 


tional liability of 


purchase 


price was not created in year 


ent’s accounts as 


income in that vear 


was 
not warranted.” 

Certainly the available to the 
December 30 in 1916 All 


to be 


price Was 


taxpayer atter 


that was necessary for the price paid 


was for the the title 


taxpayer to t nder 


documents The sale, 
1917 
was not reportable until then 

Phis 


that a 


| 
nowever, was not 


closed until and, therefore, the gain 


established the 


Case basic principle 
“closing” is an essential prerequisite 
to taxation of gain trom 
On the 


a formal act 1s 


a sales transaction 


other hand, as in many cases where 


stated as a prerequisite tor 


a taxable incident, the this 


deferment. of 
#2 ustc { 484, 281 U.S. 11 (1930) 
‘CCH Dec. 4555, 14 BTA 23, aff'd 45 F 
356 (CCA-7, 1930) 


110 


(2d) 


February, 1954 °@ 


evident reason (other that 
untenanced 


Hlar? 
signified 


its effect tax-wise) will not be « 


by the courts Chis is illustrated by 
( Mow There, the 
his satisfaction with the 
total of $50,000 out of a 
$195,000 in 1920; 
papers and the balance of the purchase price 
vere deposited in escrow, to be delivered in 
1921 


ness reason tor the 


purchaser 
title 


purchase 


and paid a 
price ot 


closing 


thereupon, all 


There was no evidence as to a busi 
escrow arrangement. It 
pront 


although the Was 


vas held that the 


1920, 


on the sale was real 


ized in 


the cash 


“As we transactions, there 
a contract to sell up to the time the 
found good, the additional money 
paid, the 
and the 
sion tor eftecting 


The Tax Court said 


basis 


view the was 


title 
was was 


conveyances were put in escrow 


sales agent was paid his commis 
that 
converted into 
the petitioner realized a 
profit based upon the cash received and the 


obligation 


the sale, but at 
the agreement to sell 


time 
was 


a sale on which 


(worth its face value) of the 


purchaser 


On appeal, the circuit court, whose judges 


were lawvers, could not 


from the 
but, wishing to 


depart 
“closing” concept, affirm 


the Tax Court, considered the escrow ar 


rangement as a deferred payment sale and 


held that the obligation of the purchaser had 
a market 


value equal to its face amount 


Frequently, the 


vances’ or 


purchaser makes “ad 
to be applied to the 
when the property is trans 
that, 
such de 
posits or advance payments are not report 
able as until the transter 
has actually taken place or has been called 
off. In Doyle v. ¢ 
of sale 
paid 
paid an 


“deposits” 
purchase price 
ferred It 
under the 


has consistently been held 


“closing” requirement, 
gain on the sale 


ymmisstoner, the contract 
1929 and $35,000 was 
Subsequently, the purchaser 
additional $25,000 and received an 
extension until 1, 1931, for the 


, the purchaser indicated 


was made in 


down 


June 
On the closing date 
that the title 
found to be 

off the 


Was no 


closing 


(later this was 
merely a pretense) and called 
At this point, the $60,000 paid 
longer applicable to the 
However, 


was defective 


sale 


recovery 
ot capital 


later, the 


almost two years 


taxpayer commenced a_ suit for 
specific performance of the contract of sale, 
which suit was finally dismissed in 1934 
The Second held that the $60,000 
paid was reportable income for the 
1934 on the theory that it 


Circuit 


veal 


was only after 


10-1 uste " 9287, 110 F. (2d) 157 (CCA-2) 
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The case of Lucas v. North Texas 
Lumber Company established 

the basic principle that a ‘‘closing"’ 
is an essential prerequisite 

to taxation of gain from a 

sales transaction. 


dismissal of the suit for specific performance 
that the contract could be 
To the that the 
when the 


closed 


contract 
purchaser 


deemed 
argument 


In 1931 refused 
forward 


the court 
pointed out that the taxpayer had reopened 
the transaction by 
cin 


Was 


to go with the deal, 


bringing his suit for spe 
periormance 

Doyle case did 
property, the 
criticized as being 
lecisions of the 
Amer 


lf the 
sale o! 


not concern the 


could be 
with the 
North 

and 
In the 
lidated case, the 

urt held that amounts, received under claim 
of right and without 
were taxabl 


decision 
inconsistent 
Supreme 


an Oil Consolidat 


Court in 
Burnet ‘ 


Burnet % Brooks Company.’ 


Sanford « 


rth American Oil Conso 


restriction On use, 


Incom¢ when 


rec¢ ived, even 


iough such sums might have to be repaid 
In the Sanford < 


Brooks case, the Court 
held that 


received in 
must be reported as 


withstanding the fact that the 


sums 


one taxable 


period income, not 


amounts were 
viped out by losses on the same transaction 
in other taxable periods. In 1931, the 
unless completely 
The prior payments 
been reported as income 


It, aS a 


transaction was, revived, 


terminated should 
have in that yeal 
result of the late litigation, the 
taxpayer was compelled (a) to refund that 

purchase price which has 
apply the 


or thereto on to the 


been 
(vw) to $60,000 received 
purchase 
return tor the year 
vas forced to take 


reflected whatever acti 


In B 


Circuit 
] 


A515, 


price, his 


income tax in which he 


such action could have 
m was required 

uurne v. Commts 
held that an 


received as earnest money 


Fourth 


excess Ol 


stoner,” the 
amount, in 
in 1925 was 
not reportable as gain until 1926, when the 
Baird v. U. S.,’ 
was held that a 1919 deposit of $500,000 
scheduled for 1920 
in 1920 when the scheduled 


sale Was ¢ 


onsummated, In 
if 


on a sale 


Was mcorne 


sale was can 


ustc § 943, 286 U. S. 

2 ustc J 636, 282 U.S 
83 ustc 71035, 62 F 
cert. den. 290 U. S. 650 

»65 F. (2d) 911 (CCA-5, 1933). 

1° CCH Dec. 6959, 23 BTA 227 


417 (1932) 
359 (1931) 


(2d) 648 (CCA-4 


“Closings'"’ in Sales Transactions 


celled and the initial deposit forfeited. In 
Dexter Sulphite Pulp & Paper Company,” 
the Board of Tax Appeals held that a 
$100,000 deposit, made on May 1, 1920 on 
a contract ol closed on July g 
1920, income until 1924 
when a settlement of the contract of sale 
effected The settlement agreement 
provided that the $100,000 so paid was to 
be retained by the 


sale to be 


was 


not taxable 


Was 


taxpayer as 
the settlement arrangement 


part ol 


where thre 
paid, if the made conditional 
the purchaser's acceptance of the 
will not be 
from the 


kven entire consideration is 


sale 1s upon 
property, 
deemed closed and the 
sale realized, until the prop 
erty is accepted, In Webb Press Company, 
Ltd.” the Board held that contracts for the 
sale of cotton which were 
test of the 

taxable 


the sale 


aln 


presses made 


( xpressly 
did not 


subject to a presses 


gain until the 


were tested and accepted by the 
purchaser, regardless 


give rise to 
presses 
ot prior payment, 
On the other hand, where the 


tion is paid and the 


ceives the 


considera 
buyer immediately re 
“economic consequences ol 
immaterial that he 
immediately receive the property 
which he has sale will be 
closed at the 
consideration is paid.” In Com 
missioner v. C. A. Sporl « 


ownership,” it 1s does 


not also 
purchased; the 
considered as occurring 


time thie 


and 


Company, Ine 


in settlement of a $70,935.58 prior indebted 
ness to it, 


the taxpayer accepted $14,235.58 


in cash and agreed to 


accept $56,700 in 


second mortgage bonds, in extinguishment 
of the debt Phe held that the 
action was closed at the this 
regardless of the 


not until 


court 


trans 
time aures 
that 


later 


ment was made, 
the bonds 


per 1iod 


tact 


were issued some 


“On October 13 


prior to the 


1931, 


sale of the 


than two 
Sporl 
relinquished its rights as a 
general creditor of Jahncke Dry Docks Co., 


the rights of a 


more 
years bonds, 


& Company 


Inc., and acquired 
mortgage holdet 


second 
It accepted the cash pay 

ment of $14,235.58, agreed to accept bonds 
for the balance, and the dry dox ks company 
definitely obligated 
Sporl & Company 

of the par 


itself to deliver the 


second bonds 


mortgage 
of $56,700.00. The rights 
of the parties became fixed on October 13 


1931, although the bonds 


value 


evidencing the 


"CCH Dec 
3092, 9 BTA 238 
2 Commissioner v, C. A. Sporl & Company, 
41-1 ustc § 9335, 118 F. (2d) 283 (CCA-5); J. C. 
Bradbury, CCH Dec, 7147, 23 BTA 1352; W. F 
Marsh, CCH Dee. 17,047, 12 TC 1083 
Cited at preceding footnote 


1096, 3 BTA 247 and CCH Dec 





rights of Sporl & Company were not issued 
until four months later.” 


A sale will be kept pending the 
determination or receipt (depending on the 
method of accounting followed by the tax- 
payer) of the full consideration, even though 
the property 
delivered 
There 


open 


“sold or disposed of” has been 
unconditionally to the 
long as 
For 
under a 
timber 
will not 


vendee 
the 
example, 


can be no closing so 
consideration is 


where the 


contingent 


amount payable sales 
contract depends on the 


to be 


amount of! 


cut or delivered, the contract 


“closed” until the consideration 
Where, lor 
the amount to be paid is not sub 
until some future 
period, a transaction will not be deemed a 


be deemed 


is fully determined other 
reasons, 
ject to ascertainment 


closed one 


In Commisstoner 7 
had sold a 


paid in and 


R. J. Darnell, Inc.,” 
sawmill for a fixed 
but at the 


delive r 


the taxpayer 


\ 
casn 


time had 


price, notes, 


Same agreed to 


certain 
timber to the price to be 


\ “pre 


taxpayer! 


purchaser at a 


fixed as the timber was delivered 


mium” was not to be paid to the 
if more than a certain amount of timber was 
delivered “penalty” was to be 


and a paid 


by him to the purchaser if less than a mini 
The court held 
mill was indivisible from 


mum amount was delivered 
that the sale of the 
the agreement to deliver timber and that the 
mill could not be 
occurred prior to the 
any 


having 
the 
“premium” or “pen 


sak deemed as 


completion of 


timber deliveries, as 


altv” tor timber would require an adjust 


The 


full purchase price 


ment in the purchase price court said 


“It is that the 
actuaily paid, in cash and 
that the had 


that the 


urge d 


notes, and 


notes 


an ascertainable market 


} 


respondent 


value, so must be 


with the entire purchase 
1920 


developments might require the return of a 


charged receipt of 


price in notwithstanding subsequent 


part of such payment. We regard the giv 
ing of the notes, not as the final fixation of 
the rights of the parties—the unconditional 
payment of the purchase price—but merely 
as the method of accounting adopted by the 
parties and under which the right to adjust 
ment, by which the true price 
still re 
must 


purchase 


would ultimately be determined, 
truly 


be a closed one in the practical acceptance 


mained The transaction 


of the term, in order that there may be even 
a constructive receipt of profits.” 
4 Commissioner Vv. R. J. 


(2d) 82 (CCA-6, 1932) 
5 Cited at preceding footnote 
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Where the consideration to be paid is 
uncertain, wholly apart from contingencies 
as to the quality or quantity of the property 
sold by the vendor, the transaction will not 
be deemed closed so long as the considera- 
tion to be paid remains open. This is illus- 
trated by the Burnet v. Logan.” 
There, the taxpayer sold certain stock in a 
company and received as part consideration 
therefor a contract from the purchaser, 
agreeing to pay her a royalty of 60 cents 
a ton on all iron ore to be 


case of 


mined from 
certain coal mines owned by the company, 
the stock of which was sold. 
Court held that the 
no “ascertainable 


The Supreme 
royalty contract 
market 


had 


fair value.” The 


Court said 
“The 


equivalent to 


promise was in no 
cash It 
market 
closed 
recoup 
payments only 
to 1921 ali 


proper 
has no 

The transaction 
Respondent might 
capital investment 
conditionally promised 
receipts trom the sale of 
shares amounted to less than their value 
on March 1, 1913. She properly demanded 
the return of her capital investment before 
assessment of any taxable profit 


sense 
ascertain- 


able 


fair value 


was not a one 


never her 


from 
Prior 


her 


based on 
conjecture.” 

In William A. Cluff™ 
for the stock 
the future earnings of a corporation. 
the amount was not 
the future, the was 


] 


the consid 


was to be 


eratior 
bas« d on 
Since 


sale o! 


until 
the 


ascertainable 
not closed at 
time the stock was transferred 


sale 


where the 
is definitely 
specified 


Even amount 


prov ided, 


of consideration 
and there 
conditions as to its 


are no 
payability, 
unless the obligations of the purchaser have 
an ascertainable value,” the 


“fair market 


not be deemed closed and 
the seller taxed on a gain which he has not 


vet received 


transaction will 


This question will be dis 


cussed further later in the article 

Sales in escrow present a special problem 
because it is recognized that such sales 
afford taxpayers who wish to report sales 
in taxable periods other than those in which 
the sale in fact occurred, an opportunity 
to do so. Where the evidence shows that 
the escrow arrangement was not motivated 
solely by reasons, orthodox rules will 
be applied. In K. E, Merren,” a seller on 
the held to realize income 
in 1921, although the negotiations for the 
sale were concluded in 1920 but the pur 
chase price was held in escrow and not paid 


tax 


cash basis was 


2 ustc § 736, 283 U. S. 404 (1931) 


1 CCH Dec 
% CCH Dec 


18,467, 17 TC 225. 
5616, 18 BTA 156 
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1921. A 
the Second 


similar 
Circuit 
seller agreed 

be delivered and the price 
the seller was held to realize 
although the contract was 
1919 and $75,000 then deposited 


await the 


haser and the 


then 


closing.” However, 
ointed out before, in Harry C. 
held that the gain on a sale 
1920 was realized in that year, 

“closing” was held in 1921. 


Sales on Deferred-Payment Basis 


Often a purchaser 


ay to the sel 


does 
time of the sale 
he full amout of the consideration in cash 
other marketable property. A _ portion 
the consideration is paid at the time of 


cannot, or 


er at the 


not, 
| 
! 


he delivery or conveyance of the property 
ind the balance is paid at some time in the 
future—either secured by the property trans- 
ferred or not, as the case and the 
deferred the purchaser may 
may be evidenced by the 

bonds. If such 


may be- 
obligation of 
be contractual or 
notes or a sale qualifies as 
installment one, it 
whether the 

] 


may be reported as 
property 
regardless of the 


1 


followed by the 
Section 44 (a) of the Code provides that 


rsonal property, who regularly 


is personal or 
method of ac- 
taxpayer 


perty on the installment plan, 
therefrom in any taxable year 
portion of the net profit from such 
received in that taxable year 
Section 44 (b) of the Code 


1 
a Casual 


actually 


Sales 


provides that 
personal property for a 
g $1,000 and in 


11 
regardless ot 


sale oO! 


price exceedit sales of real 


property, price, where the 
first taxable year) 
o not exceed 30 per cent o! the sales price, 

sale may be reported on the 


id the et 


1 
initial 


payments (in the 


installment 


profit or net gain there 


that 


regardless of 


vear is all need be 


rted that taxable vear, 


he taxpayer is on a cash or an 


installment 


only taxable as ] net 


profit 1s 


received in cash its equivalent), 


] ‘ . al 
egardless of tl f iat gain would be 


realized OI ] O 1 rt the 


ransacti 


does not 
is not 
and the 


1% Bedell v 


(2d) 622 (Ct 


Commissioner, 1 359 
"A-2, 1929) 


30 F 


“Closings’’ in Sales Transactions 


regulations thereunder, the 
report the entire realized gain under 
tion 111 of the Code, according to its 
method of accounting as accepted by the 
Commissioner Sections 41 and 42 


be realized by an 


must 
»ec- 


taxpayer 


} 
unaer 


Presumably, gain may 


accrual-basis 


1 vhen he 
ligation of the 
though such obligation 


taxpayer receives a 


definite ob purchaser, even 
has no fair market 
value 

On the other 
erty on a de 


hand, a seller of real prop 
payment basis may re- 
port his gain pursuant to the provisions of 
Regulations 111, Section 29.44-2 and 29.44-4, 
though the 

stallment one. 


| Tr } 
lerrea 


sale does not qualify as an in- 
111, 


Regulations 
29.44-2 provides, in part 


section 


“Sale of real property involving deferred 
payments.—Under section 44 deferred-pay- 
ment sales of real property include (a) 
agreements of and which 
conveyance 1s not to 
outset, but only after all 
or a substantial portion of the selling price 
has been paid, and (b) sales in which there 
is an immediate transfer of title, the vendor 
being protected by a mortgage or other lien 
as to deferred payments. Such sales, either 
under (a) or (b), fall into two classes when 
considered with re spect to the terms of sale, 
as follows 


purchase sale 
that a 


be made at the 


contemplate 


“(1) Sales of property on the installment 
plan, that is, which the payment 
received in other than 

purchaser 
which the sale 
percent of the 


sales in 
cash or property 

indebtedness of the 
taxable 


is made do not 


evidences of 
during the year in 
exceed 30 
selling price 

“(2) Deferred payment 
installment plan, that is, sales in which the 
payments received in cash or property other 


sales not on the 


than evidences of indebtedness of the pur 
chaser during the taxable year in which the 
sale is made exceed 30 percent of the sell 
ing price.”’ 


Regulations 111, 


in part 


Section 29.44-4 provides, 


“Deferred-payment sale of real property 


not on installment 


plan.—In 


in class (2) in section 29.44-2, the 


transactions 
included 
obligations of the pure haser received by the 
to be 


cash to the 


vendor considered 


lent of their fair 


pront or 


amount of 
market 


loss from the 


value as ascertaining the 


transaction 


> obligations received by the vendor 


air market payments in 





yy other 


value shall be 


the basis of the 


excess ot 


extent of the 


rcCallZ¢ d 


when 


thie 
satisfied, the 


; 1 
oro 


ence between 


above and the 


sal 
basis, 
| 


reported as an 


to the deferment 


per 
} 


(On 


onal proper 
the other 
payment sale o 
qualify as ar 
ample, the initial 
0) per cent ol 
immediately 
be rey 


bas 


vhich do 


An 


ol 


fair market value 


closed, the above 


deferre d payment 


installme 


s the 


report 


a receipt 

Are 
market value 
The Board 


analysis in 
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” Helvering 
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property 
such basis, 
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amount 
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accru ible 


rred 


market 


reduce 


mg a tall 


sold, 


and, it in 
to the 


} 
1ioss 1S 


shall be 


taxable 
sain or 
obligations disposed 


the differ 
] 


as provided 


are¢ 


amount being 


ucé¢ d basis 


realized therefor 


inary < does 


ases 


market value.” 
ed gain 


7 
a deterred 


Irom a 
payment 
qualifies for and 1s 
similar 
o! 


basis 


inent one, 18 
hie ase 

a similar 
where a deferred 


property d not 


oes 


allment one (say, for ex 
than 


the question 


is more 
the sale must 
IS Oona cash 
the 
eceives marketable 


gain trom 


seen, there is 


not have a tam 


accrual-basis taxpayer 


siti 


1 aS Hi cash basis 


have a 
In} many 
whicl 


pre sumably 


no aj pli avon in 


j 


chaser-obligations 


, ‘ 
ilue are involved, 


basis t ixpayer, as 
do not have a 


prevent a sale from being 


regu permitting a 
sak estate, “not 


t he ; W uld be 


\ I an ace rual bas S 


mean 


red-payment 
there 
obligations 


where 


but which have no fair 


firmed this 
Phe 


taxpaye! 


Board, 
the 


his 


on 


uired to 1 ort 


, , 
red-payment sale as in 


payments, regardless 


Nibleu-Mimnaugh 


1254, 70 F. (2d) 843 
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February, 


1954 °@ 


lf promissory notes or other evidences 
of indebtedness by the purchaser are 
given to the vendor, they'll be 
regarded as having a market value. 


t whether or 
On 
recognized the 
and, in 


fair market 
the . Board 


conclusion 


not they had a 
reconsideration,” 
fallacy in this 
substance, stated that the regulations 


provide da basis of accounting for defe 


value 


rrea 
payment sales, which was applicable to tax 
payers who kept their books generally upon 
the ‘The 1926, 
sold certain oil wells and 
leases the 
title 
contract 
title 
the 

assignments of contracts by 
the oil Che entire 
transaction was subject to approval by the 


accrual basis taxpayer, in 


his interest in 


he 


subj ct to the 


oil 
consummation of sale 
approval of the 


The 
or 


Was 
papers 
by the purchaser 
that, upon appri 


purchaser's 


provided 
the 


would 


val papers by 


attorney, taxpayel! 
execute third 


parties tor purchase « 
Secretary of the Interior, as the 
covered oil 
Tribe he further 


n completion oO! the 


assignment 


Indiatr 


.  - 2a 
providaeda that, 


from the Osage 


7 
iCases 
contract 


transaction, the pur 


would make certain payments, over 


Che taxpayer was on the 


reported the transaction 


payment plan, not on the 


stallment basis 


rted out by 


“This 


ital Opinio 


The supplemet 


Saving 


cast been reconsidered 
to the taxable gain 


\fter reconsiderati 


has 
it relates 
nm we think 


re in erro In the 


} ld 
eld 


previ 


that a taxpayer 


ke | p 
accrual 
rep 
payments, regard 


records on thie 


the 


and 


basis 1s 


required income 


by 


rf the 


to report 


1 1¢ 
resented the deferred 


! 


value of the deferred 


think that 


market 
We 


error in [so] holding 


The Bos 


lait 


payments now we 


were ill 


ird continued 


that a taxpayer whicl 
keeps its books generally upon the 
the right to 


computed upon the basis of 


“(I]t is our opinion 


accrua 


its 


basis has report and hi 


income 


ferred payment plan not on the installment 


the 


basis as regulations 


provided in 


riy 
ariy 


This 
correct 
L111(b) of 
111, 


reconsideration is cle 


pointed out, 


decision on 
\s 
the 
section 


we have 
Code, as well as 
44 }, includes in 


Sectiol 
Regulations 


realized gar 


9053 


9205 


CCH Dec 
CCH Dee 


32 BTA 1222 
33 BTA 928 


TAXES —The Tax Magazine 





the sale of obligations of 


property, 
those obligations 
Chere lore, the 


report a 


purchaser only when 
“fair market value.” 
a taxpayer to sale ot 
ty as a deferred-payment 
ie installment 
market 


ly when the 


sale, not 
regardless of the 
deferred payments, 
taxpayer 


tl plan, 


value of the 
Ss Ol 


must accrue 
»bligations which have no fair market value 


Whenever a 


presented, 


deferred-payment sale 1s 


which does not qualify, or was 
one, the 
the obligations 
purchaser, received by the 
fair market (The 
whether the taxpayer is on a 
reporting 
whether or not the 


market 


not 


reported, as an installment 


question arises as to whether 
vendor, 
value. question 
cash 
ace rual 


basis of income. ) 


have 
unrelated to 
independent of the method of account 
followed by the 
roblem of 


obligations 


value is wholly 


taxpavet Obviously, 


“fair market value” 


ive consideration 


requires 
and could not de- 
the method of accounting followed 


the obligor or the obliges 


obligations d li a fair market 
taxable gain c: be deferred, 
method of 

If the 


a fair market 


accounting 
obligations 
value, then it 
is on acash method of account 

| 
will 


obli 


other hand 


reporting his income, the sale 


leemed a closed one until the 


act rual basis 


income, and 


is a “deferred 


1 1 

instaliment plan, 
seem { . Ik a cash 
iver, to defer tl ol tf gain 


beet 


L Veyer, Exr., CCH Dee 
1201 Louis 
TCM 1095 
‘Dudley T. 
BTA 280 
In Helvering 1 Lumber 
‘ompany, cited at footnote 20, it was held that 
contract which required the purchase! 
to execute and deliver to the seller promissory 
notes of the following year 
gave rise to gain to an 


7111, 23 BT. 
CCH Dee 17,422(M), 


Rubino 
Humphrey, CCH Dee. 8913 
Nibley-Mimnaugh 


i Sale 


purchaser in the 
taxable 
even 
deferred 


accrual-basis 
t ixpayer 
on the 


though the sale was 
payment basis 


re ported 
The court was 


in Sales Transactions 


“Closings” 


It is well that if 


notes, bonds or other evidences of indebted 
ness bv the 


established promiussor\ 


purchaser are 
will be 


given to the 


vendor, they regarded as having 


Usually, in the absence 
showing 
than their 
valued at their 


ever, 


a market value 
such notes to be worth 
they will be 
Where, how 


conditional, or are 
non-negotiable, 


ot evidence 


less lace amount, 


face amount.’ 
such notes are 
specifically made 
ably will not be 
value.“ \ 
not “the may be 
property having a “fair market value,” since 
it is, nevertheless, transferable by 


they prob- 
market 
non-negotiable note is certainly 


treated as having 


equivalent of cash” but it 


ope ration 
ot law 


Where, 
contractual, 


however, the obligations are only 
obviously not the 

will probably be 
value In Bedell v. Com 
missioner,” the taxpayer, in 1919, paid $50,000 
down on the 


closed the 


they are 


equivalent of cash, and 


given no market 
purchase of property to be 

Prior to the 
1919, the taxpayer 
to resell the property after it was 
acquired Phe 


following veat 


} 


and still in 


closing date 
contracted 
new vendee made an advance 


ot $75,000 of the 


purchase money which 


was deposited in escrow to await the final 


( losing P 


and contracted to pay the balance 


of the at that time 


in the 


price Subsequently and 
following year, the taxpayer's vendor 
conveyed the property directly to taxpayer's 
\ppeals for the Se« 
held 
resale was 
1920, not in the 


promise ot the taxpayer's 


vende The Court ot 


Hand) 
taxpayer's profit on the 


ond Circuit Learned 


that the 


(Judge 


ortable in the year 


1919 


VCal 
and that the 


pure haser to pay was, ot itself, of no value 


Che court said 


ourse it is true that an obligation 


conditional obligation, is in 


some 


and like anything else that 


t1 said to have a 


ansterred may be 


value, but nevertheless payment is made in 
never be made 


ot the 


exchange for title and will 


not conveved lo speak 


pront 


as resulting because its amount can be 


presently ascertained, though performances 


clearly wrong in this case It would be im 
material whether the taxpayer reported its 
income on a cash or an accrual basis so long as 
the deferred-payment 
particular transaction 
not recognizing the 


method was used in the 

Apart from the 
deferred-payment method 
of accounting in sales transactions, the deci 
sion is wrong in that it compels an accrual 
basis taxpayer to accrue a future obligation of 
i purchaser to give it obligations which would 
have a market value after 
not before 

* Cited at footnote 19 


court 


they are given, but 
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remains uncertain, seems to us a perversion 
61. - ” 
of language 

i a oy 8 


stated specifically 


1387, VI-1, C 
that 


received by the 


B 48, it was 
the “obligations of 
the purchaser vendor” in 


the regulations referred to 


quoted above, 
other like 
promises to pay, contained in the 
contract of sale. In G. C. M. 3350, VII-1, 
CB 62, this ruling was modified to include 
contracts of sale when the latter were 
negotiable, freely pledged and dealt in, and 


had 


notes or 


obligations, and did not 


include 


a readily ascertainable market value. 


Se 
Board 


on this question is the supplemental opinion 
in C. W. Titus, Inc.™ The 
1 


are stated in the prior discussior 
be pointed out in 


Perhaps the leading 


decision by the 
facts of that case 
, but it may 
that the obliga 
tions of the purchaser were not represented 
by notes or other The Board 
held that obligations of a purchaser in the 
luture payments 


addition 
obligations 


contract to make 


could 


have no market value 


In Charles C. Ruprecht,™ it appeared that 
the taxpayer and another sold certain prop- 
erty to an oil company for $73,560 cash and 
$49,850 to be 


over 


installments 
No notes or 
evidence of indebtedness were given 


paid in annual 
a period of five years. 

other 
by the oil company for these deferred pay- 


ments and the only mention of the terms 
of payment was in the deed of conveyance. 
The Board held that 
represented merely a 
pay the 
dates 


deferred payments 
promise by the oil 
amounts 
such 
The 
“We do not consider, however, that the 
respondent’s with respect to the 
deferred payments are correct, for the rea 
that the obligation of the . . . Oil 
Co. to pay that it 
could into cash, the 
being in the 


company to 
deferred 
fair 


due on the 
and had no 


value. 


amount 


market Board said 


views 


son 


evide nced 
converted 


thereof 


was not so 
have been 


only record 


deed of 
There 

, 

was no contract in writing and no vendor’s 


conveyance signed by 


the grantors 


lien nor notes of any description which 
discounted at the bank. 
In short, the obligation of the Oil Ce 


amounted to than a 


could have been 


nothing more mere 


noninterest-bearing account 


lhe 


In Commissioner v 


receivable.” 


de cision 


was affirmed 


on appeal.” 
Moore, the taxpayer 
sold certain securities for $3,000,000; $500,000 


' Cited at footnote 22 

* CCH Dec. 5326, 16 BTA 919 

22 ustc § 499, 39 F. (2d) 458 (CCA-5, 1930) 
{ 690, 48 F. (2d) 526 (CCA-10, 1931); 
accord, Commissioner v. Garber, 2 ustc § 760, 50 
F. (2d) 588 (CCA-10, 1931) 
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in cash and $2,500,000 in deferred payments, 
guaranteed by an oil company. It was held 
that the taxpayer was entitled to report the 
income as it Here, as in the 
Ruprecht and Titus cases, above, the obliga 
tions were not evidenced by 

In Calvin T. Graves," the taxpayer sold lots 
when a down payment was made and the pur 


was collected. 


notes 


chaser agreed to make certain future payments 
A deed conveying the lot to the purchaser was 
to be delivered when the payments were com 
pleted. The 


event ot a 


contract provided that, in the 
default in 
amount 
payable Phe 


} 


any future 

would become 
Board held that the 
market 


payment, 
due and 
contract 


the entire 
and in the absence 
other evidences of indebtedness 
the obligation was not one of market value 

In Alice G K Kleberg,™ the 
sold a right to 


iad no value 


or notes or 


taxpayel! 
receive 20 annual rental 
payments of $1,983.55 each for a lump sum 
of $149,341.51. Under the contract 
the purchaser paid one half of the 
in 1933, when the 
agreed to pay the other half on January 
2, 1934. The Commissioner contended that, 
under Section 111 (b), the taxpayer realized 
from the sale the cash received “plus the 
fair market value” of the promise of the 
purchaser to pay $74,670.75 in cash on Janu- 
ary 2, 1934. The Board, on the authority 
of the Titus case, held that the contractual 
promise of the purchaser had no fair market 
value in 1933. 


of sale, 
amount 
was made, 


sale and 


A comparatively recent case on this ques 
tion is Nina J. Ennis.™ There, the taxpayer 
sold his entire business, consisting of real 
estate and personal property, for the sum of 
$70,000. The contract of sale provided for 
a down payment of $8,000, with the balance 
of $62,000 to be paid over a period of years, 
but the sale was not reported on the install 
ment plan. The cash 
rhe court held that the contractual 
promise to pay involved no realizable gain 
prior to the 


“ 


taxpayer was on a 


basis 
actual payment, saying: 

In the case before us the promise to pay 
was merely contractual; it was not embodied 
in a note or other evidence of indebtedness 
possessing the element of negotiability and 
freely transferable. It is true that the contract 
possessed many elements of a mortgage 

but, this characteristic does not lend to the con- 


tract the necessary element of negotiability 
1CCH Dec. 5580, 17 BTA 1318. 
CCH Dec. 11,618, 43 BTA 277 
CCH Dec. 18.543. 17 TC 465 


3 
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“We conclude, therefore, that the con- 
tractual obligation was not the ‘equivalent 
of cash’, and the only ‘amount realized’ by 
petitioner on the sale of the property in 
1945 was the sum of cash received. Since 
this sum was not in excess of petitioner’s 
basis for that property no gain was realized 
on the sale in 1945,” 

Although the cases clearly indicate that 
where the obligations are purely contractual 
they will not be 
“market value, 


cates that the 


considered as having a 


the evidence indi 


where 


contract obligations have 


] 


been sold or are freely 


negotiated in the 
“market house,” they will be considered as 
having a market value if The 
some 
Board to the effect 
that obligations of a purchaser, existing only 
in a contract of sale, 
value.” The 


if as notes.* 
Commissioner has not i 


of the 


acquiesced in 
decisions by the 


have no “fair market 
failure of the 
distinction 


Bureau to recog 
between other 
and obligations 
expressed in a contract cannot be justified 
from a legal viewpoint. 


nize a notes or 


evidences of indebtedness 


In all states where 
the negotiable-instruments law is effective, 
a holder in due course, 
for value, 


that is, an assignee 
may collect a promissory note 
or bond without reference to the facts under 
which it was given. In the case of a solvent 
obligor, it is usually as 


would be. 


valuable as cash 
On the other hand, the collec- 
tion of a debt evidenced solely by a con- 
tractual obligation is impossible in many 
states unless the obligee proves by intrinsic 
evidence that the contract creating the 
obligation has been duly performed by him 
or his assignor. The contractual obligation 
is, therefore, in a sense, a contingent one. 
The obligation therein provided is not abso- 
lute and unconditional in that it cannot be 
collected without proof of performance by 


the obligor or his assignor 


Adjustments 


from subsequent 


The problem arising 


events affecting a prior closed transaction, 


in a different taxable period, has always 
1 


plagued both taxpayers and the Bureau. 
Prior to the Supreme Court decisions in 
North American Oil Consolidated v. Burnet ™ 
and Burnet v. Sanford & Brooks Company,” 


the practice in some cases was to reopen 
%G. C. M. 3350, VII-1 CB 62; 
Lumber Company, CCH Dec 
Commissioner v, Union 
pany, 36-2 ustc { 9525 
Cited at footnote 6 
% Cited at footnote 7 


North Carolina 
19,373, 19 TC 587; 

Pacific Railroad Com- 
86 F. (2d) 637 (CCA-2) 
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previously closed transactions and make an 
adjustment.” The North American Oil Con- 
solidated case held that income received in 
one year must be reported in that year, and 
that the later repayment must be deducted 
in the year of repayment. In the Sanford & 
Brooks case, the Court held that a recoup 
ment in one year of sustained in 
prior years could not be used to offset those 
losses but must be reported as 
the year 


losses 


income in 
received. From these decisions, 
there evolved the fundamental precept that 
each taxable year must 

After 
extraordinary 


stand alone 

decisions, it only in 
that the courts pet 
mitted a departure from the concept of an 
annual accounting 


these was 


cases 


One of the exceptions 
to the annual tax accounting rule was that 
a tax refund (where the original tax pay 
ment deductible 
in a later year, 


was a expense), received 
related back to elimi 
nate the deduction taken in the earlier year, 


except when the 


was 


statute of limitations pre 
vented the adjustment of the earlier year’s 
tax liability, in which case the refund would 
be income when 
Commissioner wv. 


received.” However, in 
Security Flour Mills Com- 
pany,” it was held that the amounts, which the 
taxpayer refunded to customers in 1936-1938 
on account of 1935 sales transactions, could not 
be taken as a deduction against 1935 gross 
income, although the amounts refunded 
were accrued (improperly) as a tax deduc 
tion in 1935. In Bartlett v. Delaney,” it was 
held that the Supreme Court’s decision in 
the Security Flour Mills case changed the 
rule which had formerly prevailed in tax 
refund cases and that thereafter tax refunds 


would be 


considered income in the year 


received. 
The difficulty, 
whether or 


therefore, is no longer 
not a prior year’s return will 
be reopened for an adjustment in the 
amount of tax applicable to that year. It 
is clear that each year must now stand alone 
and that adjustments will not be permitted 
for prior 


ever, the 


years. Recognizing this, how- 


further troublesome 


question 
arises as to whether the prior year’s return 
will be reopened, not for the 
adjustment, but to 
and 


rhis 


purpose of 


determine the nature 


character of the original transaction 


question was fully and competently 

37 Benjamin P. O’Neal, CCH Dec. 5795, 18 
BTA 1036; O. B. Barker, CCH Dec, 1370, 3 BTA 
1180. 

*% Leach wv. Commissioner, 50 F 
(CCA-1, 1931); Z. B. 
Dec. 12,075, 45 BTA 82 

8 44-1 ustc { 9219, 321 U. S. 281. 

# 49-1 ustc § 9219, 173 F. (2d) 535 (CA-1) 
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discussed in 
In Stanley 


transterees 


a recent article in this magazine.’ 
Swithk,* it was held that the 
(stockholders) of a dissolved 
corporation, who subsequently paid a tax 
deficiency assessed against the corporation, 
entitled to deduct the loss as an ordi 
loss Che Third Circuit affirmed the 
decision of the Tax Court on the ground 
that, in the year the loss was paid by the 
transterees, there 


were 


nary 


was no sale or exchange 
that the 
period prevented a 
reopening of the original closed transaction 
In Frederick R. Bauer,” the Tax 
followed the decision of the 
in the Switlik case, where the question was 
identical The Second Circuit, 


reversed the Tax Court saying 


“TWle disagree 


of capital and doctrine of 


assets 


an annual accounting 


Court 
Third Circuit 


however, 


with Commissioner v 
ywitlik, 184 Fed. (2d) 299 (( A. 3); “Fm 
court there, relying on North American Oil 
Consolidated Co. v. Burnet, 286 U. S. 417, 
rested its decision on what has been called 
‘the theory of the single year as the unit 
of taxation’ and the resultant principle that 
a tax return for a previous year may not be 
reopened to reflect a subsequent fact. But 
we think that this now well-settled principle 
does not mean that an examination of the 
previous year’s return may not be made in 
order to determine the 


fact tor the 


nature of the new 


purpose of ascertaming how a 


gain or loss ts to be categorized in com 


puting taxable income for the year in which 


the new fact happened.” 


Both decisions recognize the impropriety 
of making an adjustment in the tax return 
for the vear of the 


closed transaction, a 


had 
Imerican Oil 
Brooks Com 


practice, as we have which 


prevailed prior to the 


shown, 
North 


Consolidated and the Sanford « 


ly on th 
question of whether the earlier return wo 


pany decisions, and disagreed mere 


to determine the “nature’ 
transaction 

In November, 1952 
vas re solved by the 
United 


this conflte 
Supreme ( 
states in an appeal of the Bauer 
Court upheld the Sec- 


md Circuit and overruled the Switlik deci 


“4 1 


ase phe Supreme 


S101 in this que 
stated: “it is 


stion, the majority opinion 


contended, however, that this 


payment which would have been a_ capital 


ransaction in 1940 was transtormed into 
" Mandell, “‘Not a Gain 
Again rAXES—The Taa 
p. 443 
"CCH Dee 
{ 9446, 184 F 
CCH Dee 
{ 9152, 193 F 
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Again 
Magazine ‘ 


Again and 
June, 1952 


17,110, 13 TC 121 
(2d) 299 (CA-2) 
17,984, 15 TC 876, rev'd 52-1 ust 
(2d) 734 (CA-2). 


aff'd 


50-2 ust« 


February, 


1954 @ 


1944 
pring iple 
unit 


in ordinary business transaction in 


because of the well-established 


that each taxable year is a separate 
purposes. United States 

590; North American 
Burnet, 286 U. S. 417. But this 


principle is not breached by 


for tax accounting 
uv. Lewis, 340 1 Ss 
Oil Co. v 
considering all 
the 1937-1944 liquidation transaction events 
in order properly 
the 1944 
examination 1s not an 
and readjust the 1937 to 1940 tax 
that would be inconsistent 
the annual tax accounting principle.” 


Frank 


decision 


to classify the nature of 


loss for tax Such an 


attempt to 


purposes 
reopen 
returns, 
an action witl 
The dissenting 
turtet 
ot the 


justices (Jackson, 
and Douglas) felt that the 

Court was an encroachment on the 
doctrine that each vear should stand on its 


own footing “whoever gain or lose 


and that “the 
importance of a partciular holding lies in its 
rational and 


may 
from it in a particular year” 
harmonious relation to the 
general scheme of the tax law ‘ 


While this 


conclusive as to 


deciston is not necessarily 


other fact situations, it 
both by the 
to support con 


1 
tosses 


probably will be relied upon, 
ireau and by 
that 


trom pre viously 


taxpayers, 


tentions 


subsequent gains of 


closed capital transactions 


result in capital gains or in capital losses 
in Duveen Brothers, Inc 

held that payments 
by the taxpayer, which had the effect 


of reducing the 


I yr « xample A 


45 
€ ommusstoner, it was 


made 


sales price of stoc k in a 


previously closed transaction, were deduc 


tible as a capital and not an ordinary loss 
Here, the facts showed that the taxpayel 
had sold a substantial number of shares of 
stock stock 


vere redeemed, prior to tl the 


with a guarantee thi ‘ 


purchaser of dividends equ excess 


sales price ovel the redem price, such 


excess, less the dividends, would be repaid 
to the purchasers Che 


reduc ed the 


payment merely 


gain on the 


taxpaver’s 
It was held that 
ductible as 


( apita! loss 


this payment wz 


an ordin: loss but 


The decision in the 


will certainly be applied 
| 


subsequent receipts which ar 
While there 


will be 


prior transactions 
that the 


) | 
Bureau and 


ance 


to the 


cde cision 


to the court 


“ Under the name of Arrowsmith 1 
sioner, 52-2 ustc © 9527, 344 U.S. 6 

#% 52-1 ustce § 9335, 197 F. (2d) 118 (( 
cert. den. 344 U.S. 884 

* Cited at footnote 44 


Commis 
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cable to sucl ms, it may be 
that, in th ng union, M1 


Jackson said 


noted 
Justice 


“Suppose » liquidation it 


7 
is found that has undisclosed 


claims instead of liabilities and that unde1 
applicable state law they may be prosecuted 
the benefit of the stockholders. Phe 


1 


decision here, if ad 


a lesser return to 
if the recoveries were 
isidered ordinary income. Would it be 

ear that a capital loss if the 


e were on the th foot 7” 


(,overnment 


Conclusion 


ol property 


until the “closing 
a closing ax sense 1s 
ecessarily the same as a closi 


jrom 


common law viewpoint In tax ter 


cannot occur unless the 


“marketable property. 


deferred pay 
the purchaset 
a market 


1 Rod ] 
ted aS a deterred 


bligations of the 


, 
fair market value, no 


realized, even by an accrual-basis 


r, as the sale is not considered a 


osed one However, here an 
1/] 


hould be met 


1 


clement ot 
obliga 


a marketable 


oned If the 


} 1 ! } 
as¢ ao Mave 


KNICKERBOCKER HOLIDAY 
“When Peter 


council in 1653 proclaimed a grant ot 


Stuyvesant and his 


vernment, placing city 


of 2 burgomasters 


(mayors), 5 schepens (councilmen), 


and a ‘shout’ ( secutor), 


j 


democrat 


western 
America, That 


as the 


pre 
Vas born In 
first demo 
institution on this continent 


municipal council 


‘celebration of the founda 
New York is of 
international importance In 1783 ne 

iations Started between the Dutch 


and the Continental Con 


city of 


ress, which 


5 million guilders for 
vy of New York It 
New York that 

name of Klaes Marten 
sen van Ri arrived in the year 


1650 He became the ¢ 


Presidents of the United 


was in tl y of 
farmer by 
sevelt 


ommon ancestor 


sevel 


“Closings'’ in Sales Transactions 


value and are valued, any 


subsequent re 


ceipts over and above the 


value placed on 
the obligations will be treated as ordinary 


income. ‘Therefore, when a capital asset 


is sold on a deferred-payment basis, and the 
obligations of the purchaser are 


value of less than thei 


given a 
face amount, a later 
than the 


treated 


realization of more value so given 


to them will not be as capital gain 


but as ordinary income, 


The reopening prior closed 
transactions was considerably clarified by 


problem of 


the Supreme Court’s decision in the Arrow 
smith case. There, it was held that the prior 
transaction would be affirmed, not for the 
purpose of making an 


rather for the 


adjustment, but 
determining the 
nature of the prior transaction 

Whether a regarded 
as closed depends upon whether the rights 
ot the 
lished with no possibility of 
matter of legal right 
guarantec is a closed transaction 
the fact that the 
determined until some 
On the other hand, 
tingent on the tacts 


purpose or 


transaction will be 


parties have been fixed and estab 


change, as a 
Thus a sale with a 
despite 
may not be 
time in the 


guarantec 
future 
where the sale is con 
guaranteed, there can 


be no closing until those facts have occurred 


As in other situations, the principles are 
applied to 
motives 


“4s 9 1 
clear when transactions made 


without tax However, when tax 


deferment or tax-minimization motives are 
present, the established legal principles may 


[The End] 


be upset 


States Martin Van 
Ulysses S 
Theodore 


Roosevelt 


James Madison, 
Zachary ‘Taylor, 
William H. Taft, 


Roosevelt, and Franklin D 
‘The city of New York, 


torically and today is truly one of the 
first cities, not only of the State of 
New York but of the United States 
It is our largest city, and its size, its 


Buren, 
(srant, 


thus, his 


importance, its tremendous develop 
ment, and, to a very large extent, its 
history is dependent and inextricably 


tied to the history and development of 
our Nation 


‘It is therefore fitting that the 300th 
anniversary of the foundation of this 
rreat city be commemorated [by the 
coining of up to five million special 
From the com 


Ry cord 


silver 50-cent pieces].” 
mittee report, Congresstonal 


1954, page 140 


January 12, 





The Proposed Regulations, Published 


on December 29, 1953, Do Not Answer Questions 


Raisea in This Analysis 


The Marital Deduction 
Under the Technical Changes 


Changes Act of 1953’ 
designed to make 
1948, incorporating the 
retroactive in all appro 
December 31, 1947. This 
means estate of a decedent who 
died December 31, 1947, and 
the date of the of the act, 
of the benefits possible under the 


¢ eer Technical 
contains a provision 


Act o! 


marital deduction, 


the Revenue 


priate cases to 
that the 


alter before 


passage unaware 

marital 
deduction, need not be penalized by a mere 
technical noncompliance with its provisions 
The new statute is specifically intended to 
obviate an 


inequitable application of the 


terminable rule of Section 812 


interest 


Where a decedent provided a life interest 
for the benefit of the surviving 
coupled with a power in the spouse to con 
sume such property, the Technical Changes 
Act of 1953 provides for an election on the 
part of the spouse, the effect of 
which is to qualify the interest for the mari 
tal deduction.’ The 
consumption must be one to use or consume 
any portion of the 
with 


spouse 


SUIrVIVINg 


power oO} invasion OT 


property in accordance 


his or her needs 


or desires The new 
provision of the law is disarmingly simple 
This air of simplicity is 


the report of the 


accentuated by 
House Ways and Means 


Committee.’ Unfortunately, the new section 


may create a multitude of problems appar 


ently not foreseen by the draftsmen. 

1 Technical Changes Act, Sec. 210 Marital 
Deduction in Certain Cases Where Decedent 
Died Before April 3, 1948 (August 15, 1953). 

Code Sec. 812(e)(1)(B) 

* Act cited at footnote 1, Sec. 210(b) 

* Act cited at footnote 1, Sec. 210(a) 

5H. R. Rept. No. 894, 83d Cong., Ist Sess 
July 16, 1953 (Committee on Ways and Means 
Report on the Technical Changes Act of 1953) 
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Actually, the new section does not stand 


alone but cuts across the gross estate pro 
as they relate to powers 
of appointment. ‘Those provisions define and 


distinguish 


visions of the Code ‘ 


general powers, the possession 
property to become taxable 
estate of the 
those which 
effect... An even dif- 
under the section 
because of the fact that it encroaches upon 
the laws of and 


the subject ot state 


ot which cause 
to the 


power, 


person holding such 


from have no 


powers 
such taxable 


ficulty 


greate! 


must arise new 


trusts estates which are 


primarily law.” 


The method adopted by the 
the relief intended 


Statute tor 
is to provide that the 
surviving spouse of a decedent whose death 
fell within the period designated may elect 
to treat the property subject to the power 
which 
general 


to consume as 


property overt 


spouse has a 


such 


surviving power of 


appointment. If such election is filed with 


the Secretary of the 


Treasury within one 


year after the date of the enactment of the 


Technical Changes Act, August 15, 1953, the 


estate of the 


creator of the power will be 


entitled to apply for a refund.’ 


The new statute characterizes the type of 


power which wil! now qualify for the mari- 


tal deduction as one under which the sur- 


viving spouse may “use and consume such 


* Code Sec. 811 

7 Code Sec. 811(f)(3) 

’ Sharp v. Commissioner, 38-1 ustc § 9184, 303 
U. S. 624 (1938); Helvering v. Estate of Mamie 
D. Rhodes, 41-1 uste § 10,019, 117 F. (2d) 509 
(CCA-8) 


* Act cited at footnote 1, Sec. 210(d). 


TAXES —The Tax Magazine 





Act of 1953 


By JAMES F. OUCHTERLONEY 
and THOMAS W. HILL, Jr. 


portion of the property as the surviving 
may need or desire for her (or his) 
comfortable support and maintenance.” ” It 
must be that the 
| 


aesire 


sp¢ LSE 


assumed “need o1 


words 
are used in the conjunctive since a 
mere power to consume or invade in accord 
ance with the needs of the surviving spouse 
would restricted by the 


living of 


clearly be usual 


standard of the surviving spouse 
Apparently these words have been drawn 


from the cases relating to the measurement 


of deductions for charitable remainders.’ 


If it is necessary that the surviving spouse 
have an unrestricted power to consume, the 
use of the “need 
than add to, the 
new amendment 


word " seems to detract 
from, rather 


ot the 


effectiveness 
The present regula- 


tions relating to qualifying trusts expressly 


provide that the requirements of Section 812 


” Act cited at footnote 1, Sec 

11 See footnote 17 

2 Regs. 105, Sec. 81.47(a) 

3% This result is indicated by the 
Finance Committee report as follows 

The provisions of this section relate to the 
marital deduction for estate-tax purposes. At- 
tention has been called to certain situations 
where a decedent died after December 31, 1947, 
but prior to the date of the enactment of the 
Revenue Act of 1948, which allowed a marital 
deduction for estate-tax purposes. Consequently, 
while the act applied to such cases 
decedents dying within this short 
January 1, 1948, to the date of its enactment 
on April 2, 1948, were unable to secure the 
benefit of its provisions in some cases because 
the will of the decedent was not in accord with 
certain technical requirements of the act If 
the decedent had been alive after the enactment 
of the Revenue Act of 1948, his will would 
undoubtedly have been rewritten to conform to 
the provisions of the act. Thus, under the act, 


210(a) 


Senate 


estates of 
period from 


Marital Deduction 


(e) (1) (F) are satisfied by an “unlimited 
power to invade” trust corpus.” 


Some question may be raised as to whether 
the new provision has any application to 
trust 


interests.“ Should the new provision 


be held to so apply and the words “need or 


desire” be construed to require something 


less than an unlimited power, the amend- 
ment will have the effect of qualifying trusts 
during the limited interim period which 
will not and do not qualify under the marital 
deduction provisions applicable thereafter 
Nevertheless, it is reasonable to assume that 
attempts will be made to take advantage 
of the possible loophole in the new section 


An answer to 
found 


such an attempt may be 
in the language of the amendment 
itself since, although no reference is made 
to a legal life estate, the statute refers to 
“property” rather than “corpus” which is 
the term used in the subsection applicable 
to qualifying trusts. On the other 
may be argued that the 
the new provision is to benefit decedents 
died during the limited period and 
who would have created powers broad enough 
to qualify under Section 812 (e) (1) (F) as 
well as those decedents who would have 
avoided the creation of legal life estates had 
they foreknowledge of the marital deduction 
provision subsequently enacted. If this ar- 
gument is valid, the new section will be 
applicable to trust powers not wholly un- 
restricted. 


hand, it 
basic purpose of 


who 


Should this result be reached, the possi- 
bility exists that the trust power-of-ap- 
pointment exception to the terminable-interest 
rule is broader than has formerly been as- 


sumed. ‘This would, however, require nulli- 


fication of the regulation which now requires 


an unlimited power to invade.“ Such a con- 
property subject to a power of appointment in 
order to be taken into account for purposes of 
the marital deduction must meet the require- 
ments of section 812(e)(1)(F) of the Internal 
Revenue Code, This section requires the inter- 
est in properiy passing from the decedent under 
a power of appointment to be in trust and the 
power to be unlimited and exercisable by the 
surviving spouse at all events Cases have 
arisen where the power granted tc the surviving 
spouse was not in trust and was confined to a 
power in the surviving spouse to use and con- 
sume such portion of the property 
viving spouse may need or desire for her (or 
his) comfortable support or maintenance. In 
the case of a decedent dying after December 
31, 1947, and prior to April 3, 1948, a power 
of this broad application should be considered 
as sufficient to permit the marital deduction of 
property subject to such power and the bill so 
provides * (S. Rept. No. 685, July 28, 
1953) 

Regs. 105, Sec. 81.47a(c) 


s the sur- 
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The authors are both members of 

the New York bar. Mr. Ouchterloney 
is associated with the firm of 

Rogers, Hoge & Hills. 


struction of the express words of the amend 


ing statute must result in a broadening of 


the powers-of-appoimtment section if the 
courts insist upon a logical consistency be 
tween the effect and purpose of the amend 


whic h 


rathe 


ing: provision, is designed to remove 


existing than 


inequilies create new 


inconsistencies 


lhe fact that the new provision requires 


elect to have the 


SUrViIVINg Spouse to 


as a taxable general power ol 


is some internal evidence to 


support argument that the power r¢ 


quired for qualification is something less 


than an unrestricted one. It is obvious that, 


if the power described in subsection (a) is 


intended to mean an unlimited pow 


would be no necessity for such 


© property would clearly 


general power-ol-appomtmen 


Section S11 as it is now cé 


In the event that the nature 


described in the new amendment ts 


juently rmined to be a limited 


necessary 


hat refund 
| 


} 
i 


lowabk would in all istances be paVvable 


In a great majority 


IS thay very “ 


However, in some situations the 


be payable toa benehciary or |e 


irviving spouse. One exampl 


residuary the dec 


oft all 


remainder of the es 


clause Ol 
yvides tor the payvinent 

and 
a friend or relative, or to charity 
In other instances the refund may be pay 
thle outright to the 
still 


the retund 


surviving spouse In 


a third case, where a trust is involved, 


may be added to the 


corpus ol 


existing 


trust subject to the 


power, 


resulting in greater income benefits 


to the surviving spouse 


"Code Sec. 811(f)(3): ef 
Committee report cited at 


Senate 
footnote 13 
Compare this use of the right of election to 
create tax liability with the negative approach 
used in Code Sec. 812(d) to deny a deduction 
for charitable bequests where property 
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passing 


February, 1954 @ 


In the first case, where the refund is pay 


able to a specific person or entity other than 


the surviving spouse, the effect of the exer- 


cise of the right of election may be to con- 


ter an unintended benefit upon such person 


or entity at the expense ol the surviving 


Spouse or the 


both In the 


spouse 


ultimate remaindermen or 


second case, the surviving 


will obtain a benefit not contem 
plated by the decedent, 
that such benefit wall be 


remaindermen in the e 


with the possibility 


a charge upon the 
ent that the remainder 
men are required to pay any additional es- 
tate tax incurred by reason of the exercise 
of the right of This 


truce 


election will also be 


in the third situation 


It should be 


cases the 


noted that in the 
computation ot the 


tax may bs 


two latte 
federal estate 
complicated by the fact that the 
refund i 


some instances 


will increase the 


amount of the 


marital deduction which in 


turn will increase the amount of refund, and 
apparent that 
superficial simplicity oft tl lew provi 


mn will 


s 
It now becomes 


e effects o 
CIS¢ t} righ election m; 


three basi 


WaVs, Is necessalry 


mine what stat 


col 
invade, 


' ] 
irred oO 


remaindermen 


ate property can 


V1S¢ inapplicable al 


] 
comptal 


\ssumu 
pow 
may I taxab n gO vhethet 
purview 
owe;»: 
\ 


exercisable in decedent 


power 


favor of the 
defined as a tax 
\ power 
prop 
which 
standard relat 


educ ation, 


or his estate is generally 


able general power of appointment 


“to consume, invade or appropriate 


erty for the benefit of the decedent 


is limited by an ascertainable 
ing to the health, 


maintenance” of the 


support or 
decedent, is not to be 


to such charity is not included in decedent's 
gross estate. The last sentence of Sec. 812(d) 
provides The amount of the deduction under 
this subsection for any transfer shall not exceed 
the value of the transferred property 


to be included in the gross estate 


required 
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treated as a general power of appointment. 


lhe ascertainable standard test is one which 
vas developed in connection with the treat 
ment of the charitable 
tion.” The courts 


remainder deduc 
have allowed no estate 
tax deduction for charitable 


a powel! ol 


remainders where 
invasion was given to the life 
beneficiary or life tenant which could not 
Such powers, fo1 
example, as powers to invade for 


be accurately measured 


“comfort,” 

held not 
standard.” * 
that Section 811] 
establishes the measure of a power to con 


“pleasure” and “happiness” were 


to constitute an “ascertainable 


It would appear, therefore, 


sume or invade for the purpose of requiring 
inclusion of such power in the gross estate 
ot a donee. However, the 
report relating to the Powers 
of Appointment Act of 1951 notes that “if 
the holder of a power is legally accountable 
tor its exercise or nonexercise the power is 
not deemed to be The 
accountability of a holder of a power to con 
sume or invade 1s 


Senate Finance 


Committee 


a general power 


governed by 
and it would seem, therefore, 


as to the 


State law 
that state law 
measure of such 
be controlling. In the face of such language 
on the part ot! the 


that 


powers would 


committee, it would ap 


peal inclusion of 


such 


powers under 


the rules applicabl to the deduction of 


charitable remainders would not be justified 

It is quite conceivable that powers which 
may qualify under the new provision of the 
echnical Changes Act of 1953 will be held 
by the state limited 


subj ct the 


courts to be 
would 


such limited powe 


powers, 


Such a result holder of 


rs to legal accountability 


in the state courts. If this result is possible 


that the 


right ot election provided by the 


it can only mean exercise of the 


new pro 
n would subject the property concerned 
an additional 


estate tax 


burden which 


uld not have been incurred had the 


been CX 


right 


tion not ercised It is ex- 


vhether the 


tremely doubtful { 


State courts 


vill allow a surviving 


spouse to create 


ssible 


sucl 


a tax burden at the pe expense ol re 


G 


Regs 105, See, 8] Se Verchants Na 


14 
tional sank of Boston. Hoa 


Pr 4 COMMIUSSiONCT, 
26 ‘ Neda ‘ ore . 
13-2 1 10,075, 320 U. S. 256 (1943) 
Trust Commissioner 17-1 UST 


* 10,545 160 F. (2d) 175 (CCA-1) It 


Vewton 
Company 1% 
should 
be noted that, in these cases, the emphasis is 
placed upon the ascertainment of the exact 
imount of the allowable charitable deduction 
rather than upon the nature of the actual power 
held by the surviving spouse 

‘See E. T. 12, 1939-2 CB 335, and cases cited 
therein It may be noted that the foregoing 
ruling clearly provides that the question is one 
to be resolved in accordance with the local 


laws of trusts and estates 


Marital Deduction 


maindermen who have no control over the 
exercise of the right of election. 


It may be argued that such exercise is 
justifiable because the surviving spouse has 
a right to invade or consume the property 
under certain circumstances. This conclu 
sion 1s possible if the exercise of the right 
of election could be 


falling within the 


characterized as one 
scope of the particular 
power to invade or consume granted by the 
donor of the power 
upon the 
creating the 


Each case will depend 
exact language of the instrument 
power as well as upon the 


particular facts of the cas¢ 


In New York the problem of determining 
the legal accountability of the donee with 
a power to invade or1 
very 


consul 
question. In the leading case 
treating powers of invasion (Matter of Wool 
lard®) the New York Court of Appeals 
upheld the right of a surviving wife to in 
vade and consume the principal of a trust 
without actual proof that such invasion was 
necessary for her support, maintenance o1 
The held that her mere 
demand for a portion of the principal was 
sufficient and that the trustees had no duty 
or right to 


presents a 
close 


comfort court 


investigate the circumstances 
surrounding that demand in view of the lan 
guage ol the will of the donor of the power 5 


The court, however, pointed out that the 
language used by the creator of the power 
clearly indicated that the testator relied upon 
the good faith of the 


such demands 


surviving spouse in 
from time to time 
Where a surviving spouse exercises the right 
of election provided by the Technical Changes 
Act of 1953 and so defeats the interest of 
a remainderman, it is questionable 
the same 


making 


whether 
good faith will 
Once the presumption of good faith 
has been negated, the law of New York is 
that a 


power to invade or consum« 


presumption 0 
prevail 


cleat 


surViving Sspousé 


holding a 
must show the 


necessity for the invasion and such neces 


sity must be directly related to the specific 


purposes tor which the 


power was cre ated 


Ss Rept No. 382. 82d Cong Ist Sess 
(1951) (Committee on Finance report on the 
Powers of Appointment Act of 1951) 

295 N. Y. 390 (1946) 

The trustees were authorized 
reinvest the 
time, pay 


to invest and 
{corpus} and during her life 
to or apply to the use of my beloved 
wife the income thereof monthly, together 
with as much of the principal or corpus 

as she may deem necessary for her matntenance 
comfort and well being (for which she shall not 
be required to make or file any account) 

(Case cited at preceding footnote at p. 391.) 
(Italics supplied.) 
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New 
dealing 


spouse to 


\ recent 
Morse as | 


viving 


York decision (Matter of 
with a power of a 
invade the 


sur- 
corpus of a 
trust for her benefit, will serve to highlight 
the problem 
be drawn 

the case: (1) 


The following conclusions may 
from the holding in 
The power involved would 
not have qualified under the deduction for 
charitable remainders rulings; and (2) the 
property in the trust would not be subject, 
however, to estate tax in the estate of the 
donee of the power. A 
could be made 
qualify for the marital 
under the provision of the 
Changes Act of 1953. 


facts and 


strong argument, 


that the 


however, trust 
deduction 


Technical 


would 


new 


The testator in this case set up a trust of 
the residuary estate for his wife during her 
life with remainder over to a grandchild. 
He directed that the widow was to receive 
the income and he further 
directed his executor or 


authorized and 
trustee to pay her 
such sums out of the principal as might be 
necessary for het 
The testator 


care and 
went on to state 


maintenance 
that it was 
his intention “to provide amply for my said 
vife during her lifetime, and any request 
that she 
h 


make for any 
onored by my 
held that 
not create an 


may funds is to be 


The 
the foregoing language did 
unlimited power of 
since the use of the words 


executor and trustee.” 
court 
invasion 
“necessary tor 
her care and maintenance” necessarily lim- 
ited the power to invade the principal of 
the trust fund he stated that “‘it 
theretore that request 

for any funds’ must be referable to and read 
with the limitation placed on the invasion 
of the principal.” * 


court 


follows ‘any 


The court distinguished 
the Woollard case by noting that there were 


no limitations that in 


The distinction is a very fine 


upon the power in 


stance.” one 


It seems obvious that, based on the lan 
guage of the power, the surviving spouse in 


the V rse case 


to elect 


could very well claim a right 
under the deduction 
provision of the Technical Changes Act of 
1953. It also is clear that she would thus 


be subjecting the trust corpus to an addi 


new marital 


= 280 App. Div. 171 (N. Y., 4th Dept., 1952) 

*% Case cited at footnote 22, at pp. 173-174 

* Case cited at footnote 22, at p. 173 

* Code Sec. 827(b) 

* In New York, Sec. 145 of the Surrogate’s 
Court Act provides that An executor 
testamentary trustee, or any person interested 
in obtaining a determination as to the validity, 
construction or effect of any disposition of 
property contained in a will, may present a 
petition setting forth the facts . and the par- 
ticular portion of such will concerning which 
he requests the determination of the court.’ 
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tional estate tax in her estate which would 
not ordinarily have been applicable under 
the terms of Section 811 if those provisions 
are to be read in the light of the Senate 
Finance Committee report. 

Assuming that the surviving spouse could 
and did exercise such right of election, would 
it be valid and effective? Could the federal 
government collect the estate tax on the 
trust property from the remaindermen if 
that should be necessary? Perhaps it could 
on an application of 
feree liability” or 


the theory of trans- 
on the theory that the 
remaindermen would have a right of action 
over against the executor of the donor’s 
estate or the executor of the estate of the 
deceased donee to recover the loss sustained 
by them as a result of the invalid exercise 
of the right of election. In the latter case, 
an interesting situation might arise in which 
the additional estate tax 


federal government 


assessed by the 
would be offset by the 
claim of the remaindermen against the es- 
tate of the donee of the power based upon 
the invalid exercise of such right of election. 
It must be 
able under the 


noted that 
new 


the refund allow- 
provision can only be 
claimed by the executor of the estate and 
will be Under 
such circumstances, it can be assumed that 
the executor will have advance knowledge 
of the intention of a 


exercise such 


made payable to the estate 


Surviving spouse to 
right of election. In view of 
the multitude of problems this 
may pose, it is doubtful 
will approve or 
exercise Im any 


exercise 
very whether an 


executor 


consent to such 


cases where there is any 
question of a limitation under state law upon 


the power to consume or invade An ex- 


ecutor will generally consider it 


necessary 
to go to a surrogate’s or probate court for 
and 
power involved.” 


a construction interpretation of the 


[wo other points should be briefly noted 
before concluding. The third 
(b), relating to the filing of the 


sentence ot! 
subsection 


right of election,” would indicate that the 
Treasury 


intends to collect additional taxes 


(Continued on page 159) 


If the surviving spouse has made an elec 
tion pursuant to this section, the periods of 
limitation provided in chapters 3 and 4 of the 
Internal Revenue Code on the making of an 
assessment shall, with respect to any 
deficiency and interest thereon resulting from 
such election, include one year immediately 
following the date such election is filed, and 
such assessment and collection may be made 
notwithstanding any provision of law or any 
rule of law which otherwise would prevent such 
assessment and collection 
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By MAX WEINGARTEN 


The Kimbell-Diamond Doctrine 
and Consolidated Returns 


\ SALE of a corporate business can take 
two forms: (1) The corporation may 
sell its assets and then turn the proceeds 
over to its stockholders as a liquidating divi- 
dend; or (2) the shareholders may sell their 
stock and the buyer may or may not choose 


to liquidate the acquired company.’ 


he first method results in a double tax; 
tax is upon the 


ot its and the other 
shareholders of the 


corporation on the 
upon the 
corporation 


assets 
disposing 
when it is liquidated 

Most people 


selling a 


faced with the problem of 
business tried to 
upon the 


sale of its assets by 


corporate 
avoid the tax to the 
ain resulting 


have 
corporation 


from the 


lissolving the corporation and distributing 


he assets to the shareholders as a liquidat 
ng dividend, which is not 
The 


their 


a taxable event 
shareholders then 
individual 

Holding Company 


imputed the sale to the corpo 
advisers 


the corporation 
sell the 


assets in capacity 


But since the Court 
wl ich 
reluctant to 
the Cumber 
other recent 
reduced the danger 
distributed assets by the 
will be imputed to the 


ation, tax have been 
follow this method, although 
land Public 
' ‘4 
lecisions 


1 
} 
I 


Service case and 


have gre atly 


he sale of the 
, 
olders com 


thereby 


resulting in a double 


tax, 


necessary 


formalities are observed 


Generally, owners wishing to dispose of 


their corporate 


business prefer to sell stock 
rather than assets. But this method involves 
i serious tax problem to the buyer, who is 


nterested in the assets, especially In a Case 


where the buyer is a corporation and where 


i high price is paid for the stock of a com 


pany which owns assets which have appre 


ciated in value. Normally, when a corporation 
1See ‘‘Sales and Purchases of Businesses for 
Cash," 64 Harvard Law Review 697: ‘‘Sale of 
Corporate Stock or Bonds,’’ 47 Columbia Law 
Review 707 
2 General Utilities 


& Operating Company v. 
Helvering, 36-1 ust 


{ 9012, 296 U. S. 200. 

2Commissioner v. Court Holding Company, 
45-1 ustc { 9215, 324 U. S. 331. See, also, ‘“The 
Effect of Taxation on Selling Out a Corporate 
Business for Cash,’’ 45 Jllinois Law Review 423 


Kimbell-Diamond Doctrine 


Does the Kimbell-Diamond 
Doctrine Apply When a 
Consolidated Return Is Filed? 

is liquidated and the shareholders receive 


liquidating distributions in 
their stock, gain o1 


cancellation of 
but 
But when 
is liquidated, then, under the 
provisions of Code Section 112 (b) (6), the 
gain or 


loss 1s recognized 
is treated as capital gain or loss.* 


a subsidiary 


loss is not recognized and the liqui- 
dation has no immediate tax effect. Under 
Section 113 (a) (15), the assets received by 
the parent in a Section 112 (b) (6) liquida 
tion have the 
that 
subsidiary 
ingly 


basis in the 
they had in the 
‘These 
prevent a 
taining 


samt parent’s 


hands of the 
theretore 


hands 


sections, , Seem 
buyer from ob- 
a stepped up basis of the value of 
the assets of the acquired subsidiary 
its liquidation 


corporate 


upon 


Prior to the 
the courts adopted a more realistic approach 


in situations where 


enactment of these sections, 


desiring the 
assets of the corporation has to buy its stock 
ind then proceeds to liquidate the 
corporation in order to the primary 
namely, the corporate property 
v. Ashland Oil & Refining 
court, in 
two steps 


a taxpayel! 


acquired 
reach 
objec tive, 


In Commisstoney 
Company,’ the 
that the 
the liquidation 


essence, concluded 
the stock purchase and 
were to be taken as a single 
prop 


the taxpayer real 


transaction, namely, the purchase of 
erty, and that, theretore, 
ized no profit on the 
the basis of 


liquidation and that 
the assets was the cost of the 
4U. 8S. v 


Cumberland Public Service Company, 
50-1 ust« 


7 9129, 338 U. S. 451; St. Louis Union 
Trust Company, Exz’r v. Finnegan, 52-2 ust 
1 9388, 197 F. (2d) 565 (CA-8): Doyle Hosiery 
Corporation, CCH Dec. 18,574, 17 TC 641 (1951); 
Oahu Beach & Country Homes, Ltd., CCH Dec 
18,836, 17 TC 1472 (1952). 

® Code Sec. 115 (c) 

®* Commissioner v 
Company, 38-2 
(CCA-6), cert 


Ashland Oil € 
ustc {§ 9580, 99 F. 
den. 306 U.S. 661 


Refining 
(2d) 588 
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Mr. Weingarten is associated with the law firm 


of Bronson, Bronson & McKinnon, San Francisco 


stock. Similarly, in Koppers Coal Company,’ 
the court, relying on the Ashland Oil case, con 
strued the several transactions involved as, 


in fact, being a series of steps to acquire 
the physical properties of a corporation, and 
held the basis of the 


be the cost of the 


properties acquired to 


Stoc k 


Ashland Oil and 
Company cases 


he assets involved in the 
the Koppers Coal 
quired by the corporate buyer during a tax 
neither Section 112 (b) 
(6) nor Section 113 (a) (15) was applicable.” 
Phere 


the rule 


were ac 
able year to which 


whether 
of the above cases might be applica 
ble after the passage of Sections 112 (b) (6) 
and 113 (a) (15).” However, the courts have 
approved and utilized the principle of the 
Ishland Oil case in varying situations after 
Sections 112 (b) (6) 
sometimes to the 


was, therefore, much doubt 


the enactment of 
113: (a) (15), 
of the taxpayer 


and 
advantage 
sometimes to his dis 
Kimbell 
this 
approach also apply in 
t situation where the purchaser of the stock 1s 
olidated 
was involved in Kanawha Gas 
Utilities Company The facts of that case 


and 
leading case being 
Villng Company.’ But 


“acquisition of assets” 


advantage , the 


Diamond does 


i corporation filing a con return?’ 


his very issue 


ire rather complex but, in essence, this 1s 


what happened Atlantic Public Utilities 


1 Koppers Coal 
6 TC 1209 (1946) 


Company, CCH Der 15,179, 

* The present Code Sec, 112 (b) (6) first ap- 
peared in the Revenue Act of 1935 and Sec. 113 
(a) (15) came in the Revenue Act of 1936. These 
sections, originally relief provisions, 
have, in effect, often proved highly disadvan- 
tugeous to a corporate purchaser, since it is 
prevented from carrying on its books the assets 
of the acquired company at the price paid for 
the assets 

‘See “Sale of Stock or Purchase of Assets,” 
1 Tar Law Review 378, at p. 382 


” Kimbell-Diamond Milling 
Dec. 17,454, 14 TC 74 (1950), aff'd 51-1 ust 
* 9201, 187 F. (2d) 718 (CA-5), cert. den. 342 
U. S. 827: see, aiso, Ruth M. Cullen, CCH Dec 
17.513, 14 TC 368 (1950) John 
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Was a 


This 


physical proper 


parent of North American 
group intended to buy the 
ties eight 


retused to 


belonging to corporations. The 
sell the 


doubts as to tax 


corporations assets be 


cause of 
North 
to purchase the stock of these eight corpo 
In June, 1929, 


consequences 
American entered into an agreement 
rations. Kanawha 
North 
purpose of acquiring 
North American as 
agreement for the 
stock of the rpora 
In December, 1929, the cor 
acquired by 
liquidated and the 


Was ofr 
ganized as an afhiliate of American 
and Atlantic for the 
all the assets involved 
Kanawha its 


purchase of the 


signed to 
eight c 
tions involved 
Kanawha 
physical assets transterred 
Kanawha and 
subsidiaries 


porations so were 


to Kanawha. The income of 
its newly (liquidated 
in December, 1929) was included in a con 
solidated return of Atlantic for the vear 
1929 Some of the properties so 

1941, 1942 and 1943 and the 
decided was the basis of the 


assets disposed ot that 


the cost ot 


acquired 


acquired 
were sold in 
issue to be 
Kanawha claimed 


the basis of the properties was 


stock and not the basis of assets in the 
hands of the liquidated corporation, relying 
Ashland Oil Kumbell-Diamond 
The Commiussionet that the 


published 


on the and 


argued 


cases 


consolidated return regulations, 
pany, Inc 
H. B 
(1953) 

" Computation of the consolidated return tax 
liability is made pursuant to regulations pre 
scribed by the Secretary of the Treasury. Un 
like most other tax regulations, which are 
either interpretive or procedural in character 
the consolidated return regulations pertaining 
to computation of tax are legislative in charac- 
ter The law does not state the manner in 
which consolidated tax liability is to be com- 
puted, but, instead, delegates this power to the 
Secretary (Code Sec. 141 (b)). Moreover, the 
filing of a consolidated return is not a right but 
a privilege, granted on condition that the mem 
bers of the affiliated group consent to be bound 
by the regulations (Code Sec. 141 (a)) 

2 CCH Dec. 19,501, 19 TC 1017 (1953) 
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CCH Dec. 17,426, 14 TC 29 (1950) 
Snively, CCH Dec. 19,458, 19 TC 850 





pursuant to Code Section 141, required that 
the cost of the properties to the liquidated 
corporation become the cost to the 
ing corporation 


acquit 


The court, in upholding the 
stressed the fact that 
ing with consolidated returns were legislative 
n character ; that prior to the 
of 1928, this had not been the and, 
also, that prior to the 1928 act the consent 
of affiliates to the filing of the consolidated 
returns was not required. The consolidated 
return regulations in effect in 1929 required 
The stated: “In 


specific delegation of 


Commissioner, 
the regulations deal 


Revenue Act 


case; 


ich consent court view 


ot such power to 
administrative officers to promulgate regu 
lations, and 


SUCCESSIVE 


which has been continued in 


revenue acts, a clear showing 


must be made of authority to cut across 


and to reach a _ result 
spelled out by the 


rules 


such culations 
that 


General 


other han regu 
under 
permit the 


steps in a so-called 


which some 


ne statutes might 
ird of intermediate 

sufficient to permit the 
case like this 


and the 


p ma 
specihc 
IS as 


Act of 


hen distinguished 


specific % it 1s im 


1928 ” 


affilia 
the Ash 


had been 


1929 


Kanawha case, provided 


returns in 


effect in and 


37—Dissolutions—Recognition of Gam 


“(a) During Consolidated Return Period 


“(ain or loss shall not be recognized upon 
a distribution during a consolidated return 
period, by a member of an affiliated group to 
another member of such group, in cancella 


tion or redemption of all or any portion ot 


Kimbell-Diamond Doctrine 


its stock; and any such distribution shall be 
considered an inter-company transaction 


“Art. 38 


‘ 


Basts of Property 


‘(a) General Rule 


“Subject to the provisions of paragraph 
(b), the basis during a consolidated return 
period for determining the gain or loss from 
the sale or other disposition of property, o1 
upon which exhaustion, wear and _ tear, 
depletion are to be al- 


lowed, shall be determined and adjusted in 


obsolescence ; and 


the same manner as if the corporation were 
not affiliated (see sections 111 to 115, inclu 
sive, of the Act), whether such property was 
acquired before or during a consolidated re¢ 


turn period. Such basis immediately after a 


consolidated return period (whether the af 


filiation 


has been broken or 


whether the 
privilege to file a conse 
exercised) shall be the 
prior to close of such period. 

“(b) Intercompany 

“The basis 
shall not be 
during a c 


by sale, 


lidated return is not 
same as immediately 
Transactions 


prescribed in 
affected by 


paragraph (a) 
reason Of a transter 
nsolidated return period (whether 
gilt, dividend, upon dissolution, o1 


otherwise) from a affiliated 


group.” 


member of the 
group to al ther member of such 
K mawha Cast concluded 


lage of the regulations 


1929, iny mtercompany dissolu 


itaxable at d did not affect the 


ransterred 


apply under 


enized 
cons ilidated 
member « an affiliated 


member 


px 


“(i) Where 


ple te liquidati n and rede mption of all o 


stock (whether in one distribution or a 
series) and of its bonds and other indebted 


if any, and talls without the 


of section 112 (b) 


a bona fide termination of the 


provisions 
(6), aad is the result of 
busine SS and 
operations of such member of the group, in 
which case the adjustments specified In Sec 
tions 24.34 and 24.35 shall be made, 
tion 24.36 shall be applicable; o1 
“(i1) Where 


the provisions of 


and SCC 


such a distribution without 


112 (b) (6) is one 
in cash in an amount 


section 


made in excess of the 
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and bonds and 
in which case 


basis ot the stock, 


her inde bte dne ss, 


adjusted 


gain shall 


ognized to the extent of such 


When the business 


liquidate d 


excess 


and operations 


member of the affiliated 


member of 


t be considered a bona 


continued by another 


of the business and opera 
With respect 
bonds by the 


24.41 (b).” 


t} 


e liquidated member 
acquisition ) Its 
issuing 


mpany section 


(Italics supplied.) 


Kimbell-Diamond 


a comple te 


a normal situation, 


liquidation of the sub- 
then 
assets and the 
Thus, the trans 
action does not meet the second requirement 
of the 


the parent company con 


) operate the business 
if the liquidated company 


exception stated above in subsection 
(a) (i) (bona-fide termination of busi- 
ness of the 


the n 


not core 


dissolved company) 
Kimbell-Diamond 


within the 


Similarly, 


rmal situation does 


exception stated in 


subsection ‘ (11), t 


since the assets 


‘I he 


parent by 


acquired sually it casl distribu 
the sub 


therefore, 


tion of tl ass ; to the 
sidiary in cancellation of stock 1S, 
4 transaction in which gain or loss will not 


be recognized 


We now turn to Regulations 129, Section 


24.38 (c) dealing with basis of assets after 


liquidation, which reads, in part, as follows 


“Reg. 129, Sec. 24.38. Basis of Property 


“(c) Basis after liquidation 
“(1) 


distribution described in section 24.37 (a) in 
which gain or 
tributee, the 


Where property 1s acquired upon a 


loss 1s recognized to the dis 
basis of such property shall be 
market 


“(2) Where 


distribution in 


its fair value at date of acquisition. 


property 1s acquired upon a 
which loss to the 
distributee is not recognized pursuant to 
section 112 (b) (6), the 
shall be the same as 
hands of the 


Raln oF 


the provisions of 
basis of such property 


it would be in the 


“(3) Where 


distribution (not 


transtieror 


property is acquired upon a 
a complete liquidation within 
section 112 (b) (6)) in 
loss to the distributee is not 


recognized as provided in section 24.37 (a), 


the provisions of 
which gain o1 


3 An argument might also be made that, since 
under the ‘‘acquisition of assets’’ approach the 
stock purchase and the liquidation are treated 
as a single transaction, the income of the sub- 
sidiary should be treated as the income of the 
parent from the time of the purchase of the 
stock. This argument, if upheld, would elimi- 
nate the inclusion of the acquired corporation 
as an affiliate in a consolidated return. But 
the courts have found such an argument to be 
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the basis of such property shall be the same a 
the basis (determined in 
sections 111 to 115, inclusive, and 
24.34 and 24.35) of the stock and the bonds 
and other obligations exchanged therefor, ad 
justed for ‘1 


accordance with 


sections 


(Italics supplied.) 


In applying the principles therein stated 
Kimbell-Diamond situation, we 
We do not come within subsec 


because our 


to a normal 
see that: (a) 
on (1) 
which 


transaction is one in 
no gain or loss is recognized to the 
distributee; (b) We argue that, 
Kimbell-Diamond doctrine, our liquidation is 
not one within Section 112 (b) (6) and, th 

fore, we do not come within 
and (c) 


under the 


subsection (i) > 


We, therefore, come within subsec- 
tion (3), which provides that if the distri 
is nontaxable to the distributee 
the transaction 1s not one within Section 


bution and 
112 (b) (6), then the basis of the property 

the basis of the stock (subject to certain ad 
justments provided for in the regulations). 
(See also Montgomery, Federal Taxes, Cor- 
porations and Partnerships (1950-1951), Vol- 


ie) 


ume IT, pages 771-772 ) 


The court has to find that the fact situa- 
tion involved is one 
the purview of the 
trine.” 


which brings us within 
Kimbell-Diamond 
This is necessary even if a separate, 
and not a consolidated, filed in 
order to escape the effect of Sections 112 
(b) (6) and 113 (a) (15). If this require 
ment is met, then under the holding of 
Kimbell-Diamond and the cases following it, 
the purchase of the stock and the subsequent 
liquidation ar« 


doc- 


return 1s 


treated as one transaction, 


namely, as a purchase of the assets, aad the 
transaction is not “a reorganization within 
Section 112 (b) (6).” Once this result is 
reached, the transaction should equally not 
be a distribution “pursuant to the provisions 
of Section 112 (b) (6)” within the meaning 
of the consolidated return regulations, which 


means that under Section 24.38 (c) (3) of 


Regulations 129, the basis of the property 


will be the basis of the stock, which is 


usually the desired result. 

It thus seems to this writer that the right 
of a corporation to avail itself of the Aimbell 
Diamond doctrine is not inconsistent with the 


[The End] 


without merit and have held that ‘‘the stock 
purchase coupled with the intent to dissolve 
the corporation did not ipso facto either 
destroy the existence of the corporation as a 
taxable entity or permit the petitioner to appro- 
priate as his own income which would other- 
wise be taxable to the corporation.’’ (H. B 
Snively, cited at footnote 10); see, also, Kana 
wha Gas & Utilities Company, cited at preceding 
footnote. 


fling of a consolidated return 
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There Is Nothing Fanciful About 
the Meaning of Section 23 (b) 
as a Whole, Says the Author 


Loans Secured by Tax-Exempts 
By RICHARD F. PALMER, Boston Attorney 


oo is no denying that wholly tax- 
exempt state or municipal bonds present 
an attractive investment proposition to the 
high-bracket taxpayer Any 


exempts has the 


dealer in tax 


facts and figures dem 
much 
have to put 


get the 


onstrating how 


money an 
into fully taxable 
same return, after the tax 
would get from Town of Brook 
1959, or the like. So long as 


investor is content to clip his tax 


investor 


secu 


s of 


coupons, all is well. But if he puts up 


municipals as collateral for a bank loan 
, 


| uses the proceeds thereof for investment 


urp 


ses (other than in tax-exempts), he 


et a rude shock thereafter when an 


examining agent, familiar with the 


thesis of 
Under Section 


that, unless the 


Planning 
b).”? informs him 


article ‘Tax 


loan 


red by the tax-exempt securities was 

1 for “busine 3S purpe ses,” the in 
aid thereon 1s not deductible under 
23(b) of the Code Phe 
] demonstrate that Sectior 


Section purpose ot 


thy rty 
l 


is a cre 16 tO 


3(b) does not preclude the deduction ot 


interest paid on such a loan. 


n 23(b) 


net income as ! 


provides for deductions in 


lows 


interest paid or accrued within the 


year on indebtedness, except on 

Iness incurred or continued to purchase 

rry obligations (other than obligations 
of the United States issued after September 
4. 1917 and originally subscribed for by the 
taxpayer) the interest upon which is wholly 
exempt trom the taxes imposed by this 


chapter.’ 
The regulations apposite to Section 23(b) 


do little more than paraphrase the 
of the Code, stating, in part: 


words 


1 Jerome G 
TAXES—T he 
823 


Futerman and George \ 
Tax Magazine, October, 


Delson 
1951, p 


Loans Secured by Tax-Exempts 


“Interest paid or accrued within the year 
on indebtedness may be deducted from gross 
income, except that interest on indebtedness 
incurred or continued to purchase or carry 
obligations, such as municipal bonds, Panama 
Canal loan 3 percent bonds, or (in the case 
of a taxpayer not an original subscriber) 
obligations of the United States issued after 
September 24, 1917, the interest upon which 
is wholly exempt from tax, is not deductible.” ? 

Section 23(b) requires that an indebted- 
ness be incurred or continued to purchas« 
or carry tax exempts. “To” 
in the 


Was clearly used 
sense of “in order to”’—the purpose 
of the debtor in incurring the obligation is 


the determining factor. Thus, one who bor- 
rows money for the purpose of buying tax 
exempts is 


Whatever the 


mean by the 


denied an interest deduction. 
was intended to 


draftsmen of Section 23(b), it 


term “carry” 
cannot be construe d as equival nt to “pledge” 
without making nonsense out of 
23(b) An does not 


tinue an indebtedness to 


section 


investor incur or con 
that is, in order 
to pledge tax-exempts He does not bor 
for the purpose of putting up collateral, 
ough, ot course, he well put 
borrow If the 
as used in Section 23(b) were 


ad as meaning “for the 


1+] 
alti 


may very 


up collateral in order to 


word “to 


purpose of” whet 
used in conjunction with the “purchase” of 
tax-exempts and as “by” in conjunction with 
“carry, 


and if “carry” were read as meaning 


“the pledge of” in construing 
then and only then 
held to deny ths 


debtedness incurred or 


section 
that 
deduction on “in- 


23(b), 
could 
interest 


section be 


continued by 
difficult 


swallow 


the pledge of” tax-exempts. It is 


to believe that any 


the S¢ 


court would 


” 


constructional “ifs” with a straight 


face and interpret Section 23(b) so as to 


Regs. 118, Sec. 39.23 (b)-1 





such 


The ‘‘purpose’’ of the taxpayer ( are actually used to pr 


used to put 
in borrowing money which is ~ urities, no deductio 
subsequently invested in tax-exempts scart 
determines whether the interest 

paid on the loan 

is deductible or not under 


Section 23(b). 


ittee 18 of 


Phe Conference Committee Report on the 


1934 Revenue Act made it clear that the ex 
ception clause of Section 23(b) applied only 


vhere an indebtedness was incurred for the 


administrative purpose t purchasing or carrying tax-ex 


Section 23(b). Thus, where It stated 


any received and sold farm prod 


7 “The House bill also denies the deduction 
consignment, kept the proceeds on 


, it the proceeds of such indebtedness were 
tor the consignors at 3 per cent in | j 

pes used to purchase or carry such obligations, 
regardless of the purpose of the taxpayer in 


incurring such indebtedness The Senate 


terest, and used the proceeds to purchase 


tax-exempts, the Bureau held 


‘It is the opinion ot this ofhece that im amendment restores the provisions of exist 
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payer's clients 1s interest paid on indebtedness Tl 
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he express purpose of purchasing or cat 
That Section 23(b) was not to % where ing tax-exempts 
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chase or carry tax-exempt securities. The similar government obligations (issued after 
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S. R. 5128, IV-2 CB 156 (1925), at p. 157 >H. Rept. 1385, 73d Cong., 2d Sess., p. 17 

*S. Rept. 558, 73d Cong., 2d Sess., p. 24 ®G. C. M. 8868, IX-2 CB 234 (1930) 
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The literal interpretation of the 
exception clause of Section 23(b) is 
supported by its statutory history. 


£ or the pal 
lar taxpayer or class of taxpayers owning 
Phe ruling 


Same resolved the 


question 


tollows: 


obligations 


d States the interest upon 
det 
to the obliga 


lat 


owned 


wholly exempt from taxation wu 


was reterring 


Ives and not to any particu 


taxpayer or class of taxpayers who 


the same.” 


\ 
I} 


deduct 


e corporation was entith d, theretore 
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the subsequent collection 
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“in carry bonds purchased 
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to defaulted 


constituted returns of 
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coupons 
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and 
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which 
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Phe Fifth Cireuit 


“Tne 


1O1 
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instant situation 1s 


securitie 
See Section 23(b) 
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° 1 
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41-2 wstc © 9507 
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Company, CCH 
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contemplated. There is not included within 


features of bonds 


the tax-exempt such 


immunity tax; capital gain on 
the sale of governmental securities has been 
held taxable 


than tax 


any 
Irom every 

We have done no more 
such capital gain and thus in no 
essential way has the tax exempt 
of the 
been 


The 


clause 


character 


securities carried by the petitioner 


violated.” 


literal interpretation of the exception 
of Section 23(b) is supported by its 
history The original version of 
this section appeared in the Revenue Act 
of 1917 Section 1201(1) of that act allowed 
as a deduction: “Allinterest paid within the 

indebtedness 
incurred for the 
obligations or 


Statutory 


Year on 


de btedness 


except on in- 

purchase ot 
securities the interest 
exempt 
this title 


In the 


upon 
whi h Is 


under 


Irom 


” 


taxation aS income 


1918," the 
deduction 
that 
paid “in excess of interest received 
under this title,” to be 
The Ways and Means ¢ 


Revenue Act of 


version ot the 


Hous 
interest section 


would have permitted only amount ot 


interest, 
Iree trom taxation 
deducted 


explained 
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“The present law allows the 


interest paid 


deduction of 


except on indebtedness incurred 


e purchase of tax-free obligations or 
Chis is difficult of administration, 
cases it is impossible to tell fos 


Case cited at preceding 
Act of October 3 


footnote it p. 206 
1917, H. R. 4280, Pub. L. 
I 65th Cong., 1st Sess., Ch. 63, 40 Stat 
300. The Revenue Act of 1913 (Act of October 
3, 1913, 39 Stat. 756) allowed an individual to 
deduct ‘‘all interest paid within the year 
on indebtedness (Sec. B(2)) and allowed a 
corporation to deduct interest paid to an 
amount of indebtedness not in excess of one 
half of its interest-bearing indebtedness and its 
paid-up capital stock, provided that 
indebtedness wholly secured by collateral the 
subject of sale in ordinary business of such 
corporation ; the total interest secured and 
paid by such corporation within the 
year on any such indebtedness may be deducted 
(Sec. G (b) (3)) Art. 150 of Regs. 33 
(January 5, 1914) provided that ‘‘Interest paid 
on indebtedness, wholly secured by collateral 
the subject of sale in ordinary business of 
such corporations, is deductible to the full 
amount of such interest paid This contem- 
plates that the entire interest received on the 
collateral securing such indebtedness shall be 
included in the gross income returned.’’ (Italics 
supplied.) A corporation which pledged tax- 
exempts presumably would not be permitted to 
deduct interest paid on a loan thus secured 
Section 1207 (1) of the Revenue Act of 1917 
amended the corporate interest deduction sec- 
tion by denying the deduction of interest paid 
‘on indebtedness incurred for the purchase of 
tax-exempts. The corporate interest deduction 
sections of Rev. Regs. 33 (January 2, 1918), 
Arts. 180-188, in no way suggested that the 
interest deduction would be lost where tax- 


132 


No. 50 


in case of 


February, 1954 ® 


what purpose indebtedness is incurred. A man, 
for example, may have a mortgage on his 
house and have $1,000 in bank. He borrows 
$1,000 and buys a Liberty bond and makes 
a payment on For what pur 
pose was the $1,000 borrowed?” (Italics sup 
plied.) 


his mortgage 


The Senate Committee 


the section to permit the 


Finance rewrote 
interest deduction 


“except on indebtedness 


incurred or con 
tinued to purchase or carry obligations or 
securities (other than obligations of the United 
States issued after September 24, 1917) the 
interest upon which is wholly exempt from 
taxation under this title as income to the 


taxpayer! 


The committee did not 
interpolation of the terms 
into the text of the 
tion section in its report, but stated 


“The 


amended so as not to permit a deduction for 


this 
and 
deduc 


comment on 
“continued” 


“catry™ interest 


interest deduction has been 


interest on indebtedness incurred or contin- 
ued to purchase or carry tax-free securities 
other than obligations of the United States 
issued after September 24, 1917. This limita- 
stantially the same as the one con 
tained in the present lax Phe 
the House 


fion is sul 
provision of 
Bill which allows a deduction for 
interest on all indebtedness permits the tax 


payer to make loans for purchases of wholly 


exempts used as a 
merely stating that 
debtedness so to be 


were collateral for a 
‘from the amount of in 
reported there must be 
eliminated all indebtedness incurred in the pur 
chase of securities the income from which is 
not subject to the income tax.”’ Following the 
removal of the paid-in capital interest-bearing 
indebtedness limitations of the corporate inter 
est deduction section by the Revenue Act of 
1918 (cited at footnote 14), the regulations deal- 
ing with nondeductible interest of both in 
dividuals and corporations were written in 
substantially their present form. (See Regs. 45 
Arts. 121 and 561 (March 5, 1919).) It is clear 
from the foregoing (1) that neither the drafts 
men of the revenue acts nor the Commissioner 
used the word ‘‘carry’’ as a shorthand descrip 
tion of the collateralizing of securities, whether 
tax-exempt or otherwise; and (2) that while the 
earliest version of the corporate interest de 
duction section may have precluded the deduc- 
tion of interest paid with respect to a loan 
secured by tax-exempts, the 1917-1918 revisions 
of the section did not preclude such deduction 
The omission of Art. 150 of Regs. 33 from the 
subsequent reguiations warrants the conclusion 
that the Commissioner did not regard the ex- 
ceptions clauses of the interest deduction sec- 
tions of the 1917 and subsequent revenue acts 
as denying the deduction on loans secured by 
tax-exempts 

% Act of February 24, 
L. No. 254, 65th Cong., 
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SH. Rept 


6 Secs 


loan 


1919, H. R. 12863, Pub 
3d Sess., Ch. 18, 40 Stat 


767, 65th Cong., 2d Sess., p. 10 
214 (a) (2), 234 (a) (2) 
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curred tor the purpose of 
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the 1918 version of Section 23(b) had in mind 
the acquisition by an investor of tax-exempts 
The 


describes the 


on margin 
priately 


“carrying” concept appro 
relationship between 
an investor buying on margin and his broker 
Che investor “incurred” (or 
indebtedness with his 
First Liberty Loan 
Since the broker 
rity title to the bonds, the “purchase, 
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as eq ivalent to 


within concept of Section 


holding of the George 
effect that 


broadly 


“carry” 
ued more than as meaning 
cquire” and of the complete reliance placed 

Falls, the 
the Board in 
regarded as qualifying the George Ma 
That case held that the 
pledging of tax-exempt securities was not 


the sitt 
Phe 


is holding contrariwise 


The 
Vachinery case is based on the 
Section 23(b) by the Supreme | 
Slayton.” There 
vas “engaged in the business of 


rather inept phrase 
Sioux Falls can hardly 


hinery case clearly 


lation envisaged by Section 23(b) 


Stoux Falls case can hardly be regarded 


reasoning of the Board in the Georg 


interpreta 


tion of ourt 


in Denman 7 one Slayton 


buying, 


carrying and selling tax exempt municipal 


bonds ( Italic s supplied) asa dealer. Slavton 


2 Us 678, 282 U. S. 514 (1931) 





“paid out $78,153.84 for interest on money 
borrowed by for the purpose 


purchasing and carrying exempt 


himself 


secuf®ri- 
(Italics su It is noteworthy 


he Court apparently regarded the tax- 
” of his inventory of muni 


iv within the 


meaning of 
Section 23(b).™ 


Phe question arose as to the 


term as employed in 
deductibility 
ot the interest thus paid, and the Court held 
that “The 


ton ml paras rap 


manifest purpose of the 
, 


excep 
Section 214(a), was to 
the escape trom taxation Of income 

subject thereto by the purchase oO! 
exempt securities with borrowed money.” ” 


t course, a correct 
which the 


dis¢ ourage 


Statement 
draftsmen designed 
section The Court con 
tinued “Under the 


ent, A, with an 


Irom 


theorv ot the respond 
$10,000 arising 


securities by the 


income ot 
nonexempt simple 


expedient of purchasing exempt ones with 
borrowed funds and paying $10,000 interest 
thereon, would esi ape all taxation upon re 
ceipts from both sources. It was proper to 


make provision to prevent such a possibility.” ® 


‘This rationale is 
A, with an 


taxable 


illuminating 
$10,000 fully 
securities and nontaxable income of 
$10,000 Irom muni ipal bonds, were to pledge 
his tax-exe mpt bonds as collateral for a loan, 


Suppose 


income oft trom 


the interest upon which amounted to $10,000 
a year. A then puts the money 
into fully taxable investments. In the 


like ly 


acquired taxable 


borrowed 
event that A’s return on his 

investments was less that 
the interest paid on his loan, it is apparent 
that the Commissioner’s slice A’s taxable 
uur hypo 
suffer the cor 


would be reduced. But 


uuld similarly 
is unprofitable investments 
urn on the invested proceeds 


exceeded the interest there n, 


pot 
} 1 


nexempt mcome 
Slayton patently did not pay out interest 
borrowed by himselt for the 
purchasing and [pledging] 
securities Similarly, in Pierce Cor 
ation 1 Commissioner, cited at footnete 10 
In order to purchase and 
rr petitioner borrowed money 
from banks, usually putting up bonds as col- 
lateral The court clearly regarded the ‘‘car 
rying’' of municipals and the collateralizing of 
them as entirely unrelated concepts 
cited at footnote 28, at p. 519 
cited at footnote 28, at pp. 519-52¢ 

See Paul P CCH Dec. 505, 2 BTA 
14 (1925) partnership's practice 
was to buy 


municipals outright and sell them 
136 


on money 
purpose of 


exempt 


court stated that 


ear the bonds 


’ Case 
(ase 
Pruden 
where dealer 


February, 


1954 °@ 


deny A a deduction for the 


would be 


interest he pays 


on his loan to penalize him for 


earning more taxable income, for incurring 
rather than taxation. A’s finan 
before and afte 
tax-exempts in 


“escaping” 
cial position utilizing his 


this manner is as follows 


Before 
Taxable income 
($166,666 @ 6%) 
Exempt income 
($500,000 @ 2%) 


$10,000 


10,000 


After 

Taxable income $10.000 

Additional taxable income 
($400.00 (@ 6%) 


Less interest (a 


$24,000 
10,000 


14,000 14,000 


Exempt income 10,000 


In no sense is A 


on his otherwise 


“escaping” tax liability 
taxable income by securing 
a deduction for interest on the proceeds of 
his loan secured by tax-exempts. It 
that such a 
deduction 


seems 
inconceivable 


be denied a 


Court’s 


would 
Supreme 


taxpayer 
under the 


analysis of the type of 


Situation 
hich Section 23(b) was designed to cover. 
} 


This, of course, was exactly the same situa- 
tion which the Section 23(b) 
described as that which the 


drattsmen of 
section Was in 


tended to discourage 


The George Machinery and Falls 
point 
pledge ot 
purposes or other 


eCxce ption 


S10UX 
cases are the 
on the 
securities tor 


directly in 
whether the 


business 


only cases 
question 
vise Was a transaction within the 
Section 23(b) 


ases throw 


clause of However, several 


light upon the 


ot the “carrving ot 


some 


t Section 


most part, 


securities in the 
the Denman and 
cases 


regarded it, that 


rcantile sense of carrying an 


ax-exempts tor resale Thus, 
for a profit, but 
and. sale of 
capital t was necessary to borrow 
finance the transactions.”’ 
the amount of 
or carry the 


between the dates of purchase 


these bonds 


owing to insufficient 
money to 
The Board held that 
interest thus paid to 
municipals was 


pure! ise 
nondeductible, 
notwithstanding taxpayer's argument that ‘“‘the 
tax-exempt bonds constitute 
trade, similar to the 
chant that the 
this stock is a 


their stock in 
merchandise of a met 
interest paid on loans to carry 
business expense which should 
be deducted in the same way as is allowed to 
the merchant."’ See Eldredge, 
CCH Dec, 8686, 31 where the 
Board said The complain and 


assert that discrimination 


also, Frances B 
BTA 111 (1934) 
petitioners 


there is a against 
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While the ‘‘carrying"’ of obligations 
under Section 23(b) may be 
sufficiently ambiguous to justify 

the varying meanings given it, it is 
significant that neither 

the Bureau nor the courts have 
ever considered ‘‘carrying”’ 

as tantamount to ‘‘pledging"’ within 
the ambit of that section. 


in First National Bank of Chicago v. U. S.* 
taxpaver’s banking affiliate, a joint stock 


land bank, 


hrst 


made farm 
mortgages, the 


which 


loans, secured by 


interest trom 
nontaxable Federal 
Loan Act of 1916. In making loans, 
taxpayer's utilized the proceeds o! 
The court held that the 
bonds was not deduct- 
Section 23(b), and, 


Income 


was under the 


Farm 


affiliate 
bonds issued by it 

interest paid on the 
ible under in the course 
of its opinion, took 
dictionaries for 


and 


occasion to examine the 
definitions of “purchase’ 


“carry,” respect to the 


stating, with 


follows 


“Webster's 
tains the 


latter, as 


Dictionary 
definition: ‘16. 
lo bear the charges or burden of holding or 
stocks, from 
another; to keep on one’s books 

to bear 


International 
following 


con- 
Com. 
having, as merchandise, etc. 
one time to 


as a debtor to support.’ 


“New Standard Dictionary defines the 
try: “ 


word 


lo keep on hand; maintain; 


up; support; hold; as to carry a full 


- to carry life insurance 


“The words ‘purchas carry 


they are 


’, In our opin 
given a technical 


different I 1 that in which they are 


used, words and chara 
ition of and the 
and mortgages by 


(Italics supplied.) 


dealing with the 


similar result 


bank 


proceeds trom 


issued farm 


Ss on tlarm 


(Footnote 32 centinued) 
them in the imposition of a tax on the profits 
on the dealer’s sale of tax-exempt bonds when 
the dealer is not permitted to deduct from 
income the interest paid on a loan which was 
made to purchase or carry such bonds or securi- 
ties, Congress has taken the view that when 
income (interest) earned by the bonds is ex 
empt from tax, interest paid on loans to carry 
the bonds may not be deducted from income 
(Italics supplied.) And see, also, R. O. 


Loans Secured by Tax-Exempts 


lands, the mortgage notes being deposited 
as collateral security for the farm loan bonds. 
The N bank sought to deduct the interest 
paid to the holders of the farm loan bonds. 
The ruling specifically dealt with the issue 
whether, under Section 234 (a) (2) of the 
Revenue Act of 1921, the funds derived 
from the sale of farm loan bonds and loaned 
their first 
were “used to purchase or carry obligations 
or securities.” The ruling 


to tarmers on mortgage notes 


resolved this 


issue as follows 


“Section 16 of Loan Act 


Farm 
provides 


“*That 
joint 


corporations to he 
land 


known as 
stock banks, for 


business 


carrying on the 

of lending on farm mortgage security 

and issuing farm loan bonds may be formed 
... [Italics supplied. ] 


In discussing the 
Farm Loan Act the 
in part as follows 


constitutionality of the 
Attorney General stated 


The original capital of the Federal 


land banks is to be 


to bona 
fide cultivators of the soil on first mortgages 
on farm lands. 


loaned 


When a sufficient amount in 
such mortgages has accumulated, they are 
to be turned over to a “registrar” and 
. farm issued by the 

bank With the proceeds 


further loans are made on mortgages, which 
mortgages in 


loan bonds are 


land and_ sold 


their become the basis 


turn 
for an additional issue 


tinuous 


of bonds This con 
and reflow of 


bonds constitutes the 


flow mortgages and 


prime function of the 


whole Atty. Gen., 105).’ 


system (31 Op, 


“Thus it appears that, for all 


purposes, the sole 


practical 


object of the joimt stock 


land banks in raising money is to carry the 


notes of the farmers who apply 


The ruling apparently onsidered the 


{ I 
term “carry” as meaning acquisition 


by the bank otf fart s with 
Is borrowed 


issuance 


The ruling, more 


an indebtedness m 


purpose or “object” of acquiring such farm 
Holton 4 
a dealer in municipals paid out certain 
as interest on funds used to purchase and 
carry municipal bonds’’ and the Board held 
that such amounts paid to carry tax-exempt 
obligations were nondeductible 
38 F. (2d) 925 (Ct. Cls 
{ 713, 283 U. S. 142 (1931) 
*Case cited at preceding footnote, at p 
‘CG. C. M VI-2 CB 248 | 


Company, cited at footnote 11 


l where 


imount 


1930), aff'd 2 


2000 1927) 





its business, to justify the varying meanings given it, 


g it 
subject to significant that neither the Bureau nor 


(b). This courts have ever considered “carrying” 


as 
rpretation tantamount to “pledging” within the ambit 


itinued te ‘ 1 that section Certainly t 


1 
} 
\ I 


ere i 
tanciful about the meaning of Section 23(b) 
lhe section was literally 


been literally interpreted, 


and against taxpayers, by the courts 


Bureau. The “obvious purpose 


the section, as manifested im its legis 
history its 
leny the interes | 


debtedness is incu 


acquiring tax-exempt s¢ 


strue the section SO aS to deny 


deduction on a cle bt secured by tax-exe mpts, 
the proceeds art an\ yur 


pose other than the acquisition of tax 


exempt obligations, is to rewrite tl 
ihere is thin Wi I Val { I 


ants suc! a 


statutory [The End] 


e section 


COMPANIES 


reserve lite Central, Kast South Central 


the United Atlantic States, nearly two 


— : 
abulatior made the companies in the entire 


Insurance, These Southern companies 


creased by about 250 in the pe 
since the end of World War II 


increase in Southern companies 


veres 


business on ing the 12 months ending last 


| 
f 89 in; al vas 75 The formation of the 


S¢ 
mpanies than companies and the expansion ot 
World already existing in the Southert 


rr 


is nine has been one of the important 
the widening ownership 
surance in those States, 


surpassing 


hol 


domiciled 


ingle exceptior ot 


W hile the number 


increased 71 pel 
vears and tots 


has risen 100 pe 


the number of 


in the business is nly abe 
again as great as the 1945 total 


reflecting the increased yvorker-] 


ductivity in the business and _ the 


() creased use of office machinery 


rt of the develop American families who are 


msurance companies premums on life msurance 
Southern tier oft ver cent of their income before taxes 


There are now into this form of protection, the In 


West Soutl stitute of Life Insurance rep 
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Income, Mr. Helzel Submits, Is a 
Matter of Economic Realities 


and Not a Matter of Legal Label 


Installment Sales Financing 
and Taxes 


\ | 
WoOrkin¢ capital aVall 


usually depend 
receivables are 


Pledg 


the collateral ot 


sunting 


the deferment 
are made 

at 1S, selling 

will require the 
ar of sal The 
o methods is that 
an be perina 
unde 
that the 
the 

a serious 

that a free 
may not be 

» need it most 
understanding 
titutions and 
size retailer 
demands 


gover 


lt 
ut 


poses a financial train 


meet alone Such 
| ‘ | | 
idequat ales vol 
d affords the enjoy 
he Americal 

such items, 


he install 
Copyright 1953 by 


Secs 14(a) 


Leo B. Helzel 

Code and 44(d): Grace T. My- 
tinver, CCH Dec. 1628, 4 BTA 896 (1926); Pack- 
ard Cleveland Motor Dec, 4577 
14 BTA 118 (1928): Imperator Realty Company, 
CCH Dec. 7313, 24 BTA 1010 (1931); Duram 
Building Corporation 1% Commissioner, 3 ust 
11139, 66 F. (2d) 253 (CCA-2 Alworth 
Washburn Company, CCH Dec. 7372, 25 BTA 
140, aff'd 3 wste © 1167, 67 F. (2d) 694 (CA of 
>  € 1933) Elmer 1 Commissioner, 3 wust« 


ompany, CCH 


1933) 


Installment Sales Financing 


By LEO B. HELZEL’ 


1 
t . 
ment plan, a 


accounts In some lines, over cent 


he business is done 


na credit basis and 
the trend is upward, Installment 


, , 
saics have 


more than doubled since the prewal high 


Lo extend such credit, that is, to finance 
an increasiny investment in acc 
able, the 


into his business 


unts recely 
retailer must bring 


Nearly 


ta permanent o1 


more capital 
all of th 


long 


at capital 
must be 


Since the retailer usually cannot supply sucl 


look to 


a permanent arrange 


term nature 


funds himself, he must banks and 


hinance companies tor 


ment to finance his receivables 


here are generally two types of arrange 


ments that the retailer can make with banks 


or hihance 


companies to obtain advances on 


receivables If he is financially strong, he 


can obtain a ling | credit on a pledge, 


that is, 


assignment, of his receivables as 


collateral for 


advances lt he does not e1 


joy such a strong 


position, he will be re 
quired to discount (sell) his sales 
to the 


a guarantor 


contracts 


bank or finance company and become 


discount arrange 
with, 


“small 


thereon. ‘The 


ment occurs most frequently and is of 


particular interest to, the business 


man.” From the retailer’s point of vic 


little to comm«e nd one 
other Under the 


pled; ing arrangement, the re¢ 


taxes aside, there is 


OVC the 


arrangement 


receives 


a loan of about 90 per cent balance 


due on the sales contracts and pays interest 


on the loan monthly 


discount 
£1114, 6 F 
v. Commissioner, 4 wst (2d) 769 
(CCA-9, 1934) Miller Saw-Trimmer Company, 
CCH Dee. 9017, 32 BTA 931 (1935); Thomas 
Goggan & Brother, CCH Dee 2,093, 45 BTA 
218 (1941); Della Nickoll, CCH Dex 18,535(M), 
10 TCM 3861 


* Board of 


(2d) 568 (C Robinson 


Governors of the 
System, Federal Reserve 
Retail Credit Survey 

Work cited at 


Federal 
Zulletin, June, 1952, 
1951 pp. 644-649 
footnote 2, at p. 348 


Reserve 
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Mr. Helzel is a certified public accountant and 
attorney, Oakland, California. Also, he 
is instructor of taxation, Golden Gate College. 


gement, he receives as the proceeds ot 


unt about 90 per cent of the bal 


m the contracts less a “service 


deducted in advance The remain 


per cent 1s re 
uunt by the 


contingent 


placed in a “reserve 


finance company to secure 
and 


when 


liability as 


W ill be 


contracts are 


guarantor, 
sum paid to him if and 
all of the paid in full or when 


Under 


more ot 


the reserve exceeds a certain level 


either 


arrangement, 10 per cent or 


the receivables must be financed by the re 


tailer himself or by capital obtained from 


other sources In both cases he bears the 


tull loss 


has t keep records, 


from uncollectibl and he 
do collection work and 


repossessions In 


accounts, 
addition to these 
liable for all 
defaults by his customers 


make 


burdens, he remains future 


Lhe critical difference between the two 


angements 1s in the income tax 


the impact of which is felt through 


conse 


of the business 


arrangement the retailet 


ple dg 


reporting his gross proht 


accounts, 


expenses in the 


ross 


WO) pet cent 


| 1 
m those sales 


xt nding over a 


the unpaid 


vorted ap 


(a) There is a strong indica 
tion that this is true in Elmer v. Commissioner, 
cited at footnote 1, wherein Judge Learned 
Hand said If, on the other hand, a merchant 
pledges his accounts to a ‘finance’ company 
them himself, paying the loan out 


of his collections it is clearly a loan, and has 


140 


ind collect 


February, 1954 ®@ 


yea 
This 


sales of early 


and 25 per cent 


will result in deterring taxes 


years and on the incre: 
sales from year to yeat 

Under the 
installment 


discounting arrangement, the 


receivables are regarded as no 


longer belonging to the retailer, and all o 


the profit on sales is currently taxed in the 


year the sales are made In early vears or 


in years of expansion, this method results 
and permanent 
As is illustrated later, in a specific example, 
the difference in the tax 


tween the 


in a severe drain of cas! 
consequences be 
two arrangements may 
$150,000 in cash Under 
rangement the tax must eventually be 
but the retaile: 


arrangement, 


amount 
to ove! either al 
paid, 
under the pledge 
that his ] 


continues to incre 


operating 
assuming sales 
ume levels off or 
that 


available to him 


have much additional cash, 

throughout tl 

business 
If the 


in its 


fluctuations 
sales volume, the pledge at 
will keep the < rou 


tax brackets by 


business is subject to 
annual 
rangement 
leveling 
come over the vears 

volume oft 


greater sales 


largely reported in late1 


and the smaller profits in 


carry over and moderate 


better years Under the 


ment the retailer will be 


in good years with littl 


] 


losses sustained in poo! 


Another distinction is that under tl 
deduc on Cal 


debts.’ a 


irrangement a tax 


for a reserve for bad 


always been so considered 
this conclusion is not entirely free 
tion: see p. 144 
‘A two-year contract made after the first 
montli of operations will still have some balance 
outstanding during the third year of operations 
*]. T. 3957, 1949-1 CB 65; see, also, p. 146 


However, 
from ques 
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under the discount 
arrangement. One important advantage ot 
the bad debt that it permits a 
deduction earlier, that is, in the year of sale 


ently cannot be done 


reserve 1S 


instead of in the year when a receivable is 
actually determined to be worthless. The 
the deduction, the later the tax and 
the more available to the business. 
Another important that the 
reserve method spreads the deductions for 


Cal liet 
cash 


advantage is 


repossession losses over the years, thus tend 
ing to reduction of 


Without a reserve such 


assure their use as a 
reportable income 
deductions may 


accumulate in one or a few 


successive bad years and be lost for tax 


pur] 
ILLUSTRATION OF PROBLEM 


lo graphically illustrate and contrast the 
tax effects under the two arrangements, let 
us assume “Pledge Pete, 
ho operates under the pledge method, and 
“Discount Dave,” under the 


Exhibit A 


hgures are as- 


two retailers 


who operates 


} 
a 


scount arrangement. In 

142), identical 

sumed 1O bot] 
; a3 ie 


(page 
operating 
Pete 
1 


widely 


and Dave and are 
different net cash 
ach under his 
Pete 


basis 


respective afr 
installment 
the pledge 


may be on the 
under 


still the 


be cause 


rrangement he is owner of the 


ceivables. Dave, on the other hand, keeps 


books 


and prepares his return on the 


is because, upon discounting, his 


onsidered_ sold 


and his 


Pete’s cash advan 
Dave nd of 


$163,000, 


tour years 
a sum equal to Pete’s 


IS Sati 


striking tax de 


rain each and every 


ase 1n sales volume 


tax de rment on 


le 
receivables as long as he 


ANALYSIS AND CRITICISM 
Why Problem Exists 
The 1 of the that dis 


while »ledging 
> 


problem is 


’ 
taxable event, 


Commissioner, cited at 


yurt said: “This in turn 


whether the transaction be 

See pp. 146-147 

SIt may appear that insofar as retained re- 
ceivables are concerned (those not discounted), 
Dave might obtain some advantage by keeping 
his books on the installment accounting basis 
However, most retained receivables are short- 
term receivables (30-, 60- and 90-day contracts) 
which, in practice, Dave holds only to await 
prompt payment from customers or to discount 


Installment Sales Financing 


tween and two ‘finance 


loans. lf 


him [the dealer] 
companies’, were 
he [the dealer] that the Commis 
and the Board [of Tax Appeals] 
were right, who refused to allow the cus- 
tomers’ payments to be spread beyond the 
year in which he 


sales or! sales, 
agrees 


sioner 


assigned his customers’ 
contracts to the finance companies; if loans, 
the Commissioner that he should 


have been allowed to allocate the payments 


agrees 


to the years when the buyers actually paid 
... If a merchant discounts his customer’s 
bank, endorsing it, but 
credit for the 


note ata getting 
immediate discount value, 
it would be a most unnatural thing to con 
sider it a loan from the bank If, on the 
othet pledges his ac 
collects 
loan out of his 


hand, a merchant 
counts to a 


them 


‘finance’ and 


himself, 


company 
paying the 


collections, it 1s 


loan, and has 


” 


clearly a 


always been so considered 


The treatment is based 
upon a legal distinction between the nature 
of discounting 


difference in tax 


Discounting 
ot all ot the 
title in the 


discounting 


pledging 
involves a conveyance 


and 


deale r’s 
legal and equitable receivables 


and, in the case of with re 


course, the assumption of a secondary lia 
payment by the 
hand, 


creation Of no more 


bility as guarantor of 


customers Qn the othe r a pledge ot 
receivables implies the 
receivables aS secu 


than a lien against the 


rity for bank or finance com 
pany, on which the dealer becomes primarily 


liable See / “We 


incline to more nearly 


a loan by the 


mer 7 COMMIS mer 


consider them as 


analogous to discounts [than pledges ], 
because there was 


and 


oO equity to be remitted 


1 
because he was liable for 
such " In Miller au 
Company, cited at 
“However, nothing 


that there was any different legal 


never 
advance es as 


Trimme? footnote 1, the 


court said there 


Was 
to show 


relationship between the and the 


ordinary dis 


petitioner 


banks than in. the case ot 


counted notes 
money the full 
and was secondarily 
liable to the 


only in the 


Phe petitioner received in 
value of all the notes, 
liable It was 
with 


event the 


lace 
legally 
thereto 
makers did not 


banks respect 


pay 

Discounting is considered to be an out 
right sale of the dealer’s receivables (Tf the 
them in the very near future. The remainder 
of the retained receivables are contracts which 
Dave has been required to buy back from the 
finance company. The slight advantage, if any 
that Dave might obtain from the installment 
accounting method is more than offset by the 
difficulty and cost of keeping records and re 
porting by that method 
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Sales contracts ithout antees his 
completely nished with assumes a 
scounts them rs¢ to. the banl 
e same ; " al ( l brings the 
f the tax 

upon the sz 


and of installment oblis 


EXHIBIT A 
“PLEDGE PETE" v. ‘DISCOUNT DAVE" 


Tax and Financial Consequences of Financing Installment Receivables 
During the First Four Years of Operations 
Per cent 
Net Cash Income of Both of First Second Third Fourth 
Before Taxes Sales Year Year Year Year 
\ cri al Basis 
100 $600,000 $800,000 $1,000,000 1. 000,006 


i 


60 360,000 480,000 600,000 600,000 


10) $240,000 $320,000 100.000 > 400.000 
30 180,000 240,000 300,000 300, 000 


10 $ 60,000 S$ 80,000 100,000 100.000) 


32,000 $ 18,000 > 10,000 O00 


30,000 20,000 20,000 0 


62,000 $ 38,000 > 30,000 . OOO 


2,000) S$ 42.000 70.000 (Ki) 


Pete’s Net Cash Income 
After Taxes 


laxes (as aboy ($ . ; 70.000 Ou) 
Exhibit B) 0) 14.000 


oss) Atte 


2.000) § 42.000 70.000 


Dave's Net Cash Income 
After Taxes 


Betore Taxes (as abov ; S 42.000 : 7O.0WK) > Q? OOD 
THe taXes (based on 
al bas Ss ce above; as 

sumu Dave ts married man having 


$4,000 deductions and exemptions) 27 OOO 10,000 55,000 55,000 


Dave's asl ncome o1 Loss) Atte 


Taxes ($ 29.000) $ 2,000 : 15.000 : 7.000 


Pete’s Cumulative Cash Advantage Over 
Dave at the End of Each Year $27,000 = $ 67,000 §$ 122,000 $ 163,000 


Code Secs 22(a) and 112(a) sec also Code Sec. 44(d) Duram Building Corpora- 


Alworth-Washburn Company, cited at footnote 1 tion v. Commissioner, cited at footnote 


i 
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EXHIBIT B 


PETE'S TAXABLE INCOME ON INSTALLMENT ACCOUNTING BASIS 


AND HIS TAX THEREON 


Calculation of Unrealized Gross 
Profit in the Increase in Un- 
collected Receivables 
Annual inere 


ase in uncollected balances ot 
receivables, | 


not 


} 


nethel 


nsistent witl 


financed o1 
tied 


amount she 
\) 
pront 
Exhibit 


wn 
Exhibit 


Vab on 


aly ve 


ot Toss 


ratio 


\) 


Ing ratios on 


Taxable Net Income or (Loss) on 
Installment Accounting Basis 


Exhibit A 


ss profit in the increase 


ome on ace rual basis per 
realized gre 
} 


llected shown above 


receivable S aS 


taxable 
nt | 


net income or (loss) on 
maS1S 

1 
losses 


torward trom 


vard lo 


Pete’s Federal Income Tax on Installment 
Basis Net Income After Carrying Losses 
Forward (Assuming 


and exemptions as Dave's} 


same deductions 


like a 


interest 


more 


a pl € 1s 
} 
ly 


miy a security 
, 
ransterred as collateral 


the receivables 


be 


distinctions 


distinction can easily stated; 


nomic and business be 


ari 


they affect 
Phe 

incidents by 
pledging 


Irreconcilable 


angements 


as 


other matte courts 


om whicl 


een and dis 


ourse they have not 


and col 


| 
appears among thie ré 


1a few more recent decisions 


abandoned th: 


tt + 1 
attempt t 


distinction lo the tax 


no real difference 


arrangements. They ar 


hinance his Operations, and 


I 


either arrangement he will continue 


Alworth 
footnote 1, and 
at footnote 1 

* See p. 146 
particularly 
footnote 1 


1 See -Washburn 


Elmer 1 


Company, cited 
Commissioner, 


at 
cited 


See 
cited at 


Thomas 


The 


Goggan & Brother, 


following cases use 


Installment Sales Financing 


Third 
Year 


Second 
Year 


$350,000 $200,000 $120,000 $ 0,000 


$140,000 $ 80,000 S$ 48.000 $ 32,000 


$ 60,000 $ 80.000 $100,000 $100,000 


140,000 80.000 $8 OOO 32,000 


($ 80,000) 92,000 S o0&8,000 


($ 80.000) (S$ 80,000) (S$ 28.000) $ 40,000 


$ 14,000 


much 


concerned it! 


Lid receivables 


he has refinanced. His net protit c 


mtinucs 
to be largely tied up in the receivables until 
will 

continue to 


those 
understanding 


hey collected:" and he bear the 


He 


eftlorts t 


are 


repossession losses 


] must 


exert collection 


THLILLITNLAIZ¢ 


and regardless of his 


losses 


vith the finance his need for unin 


company, 
terrupted financing will 


mit to the 


require him to sub 


demands of the finance companys 
to replace doubttul receivables or to increa 


Its Margin of security 


Cheretore, it is the 
to the 


there 1s n ce 


contention here that 


relative interests of a dealer-taxpaver 


nomic distinction betwe 


pledge and a discount’ with re 


Our s¢ 


sist in making a legal distinction 


purposes 1s to Ig 


nore realities It is here 


submitted that income is a matter of eco 


nomic 


label 


realitic Ss, and 


not a matter of legal 


Pledging and discounting as they are 


Similiar language 
were more clearly 
Company, cited at 
cited at footnote 1 

* See Exhibit A 


but the transactions involved 
identified: Alworth-Washburn 
footnote 1, and Della Nickoll, 


at p. 142 





used by dealers to finance receivables have 


substantially the same purposes and 


sole exception otf taxation 


con 


sequences with the 


The problem continues to exist because 
tax legislation as it affects dealers is lagging 


behind the upsurging 


held 


need to 


economic develop- 


ments in the of consumer’s goods in 


cluding the finance expanding, 
msumer credit which makes the 
marketing and enjoyment of these products 


possible. More 


a failure to co 


long-term c 


particularly, there has been 


ordinate and harmonize the 


tax law with economi 
Code Section 44 (a), 
vho 


and business realities. 


vhich permits a dealer 


makes installment sales to report in 


come as he makes collections, requires that 


hie make such SsAdl OS 


However, 
uunting the 


regularly. 


when it comes to disc 


recely 


ables, which is regarded as a sale and there 


tore a taxable event, realities are torgotton 


and regularity of fi dealer is 


is treated 


incing bv the 


as made a 


} 


and loes not expect to 


objective and function 
a continuing 
discounts a 
IS mone 
ries and 
a) make 
Further 
“holdback” 
iot receive 
currently 


illected 


cumulat 


trom cus 


future 


col tit Live de iler’s transac 


ind the holdback by the finance com 


ms the 


Code & juilding Cor 
cited at footnote 1 
Commissioner [of Internal 
Revenue] suggests that the method of reporting 
on the installment basis presupposes that the 
taxpayer will continue in business, and should 
not be deemed applicable when the taxpayer is 
dissolved during the taxable period in which 
the sale is made This is a consideration which 
might well have weight with Congress in formu- 
lating its legislative policy, but we find no such 
limitation in the statute The Commissioner's 
argument is logically applicable to the 
discounting of installment contracts by a mer 
chant as a regular means of financing. In the 
Duram well as in Alworth-Washburn 
Company, cited at footnote 1, the notes which 
were discounted arose from the sale of the 
corporate assets, and the proceeds of the dis- 
counting were distributed to stockholders as 
liquidating dividends. In such cases it is under- 
standable that the discounting should be a 


144 


l4(d) In Duram 
Commissioner, 


the court said Ihe 


poration 1 


also 


case as 


February, 


1954 °@ 


cash can be put to work again 


cing 


This finan- 
merely the lubricant 
that keeps the machinery working. If a tax 
is exacted before profits are realized and 
before a 


arrangement 15S 


made for losses, the 
next merchandising cycle will be of a lesset 
magnitude. Not only will the 
injured, but so will his supplier and his 
customer and, in the long run, the tax col 
lector and the bank or 
It is important, therefore, 
larity of operations 


provision 1s 


dealer be 


hinance company 
that the 
which the law requires 
before extending the privilege of deferring 
income, be 


regu 


also considered in connection 


with discounting receivables. At le: the 
holdback by the finance 
not be subjected to 
ceived by the dealer 


Unde I 
attempts a 


company should 
taxation until it is re 


1 


existing law, even the retailer who 
pledge arrangement 
doubt as to his tax 
attempting to gain the 
installment method. The 
ment adopted will frequently have character 
both a pledge 
arrangement.” In still 
drafting has | 


find 
Status in 


may 
himself in 


ot the 


benefits 


hinancing arrange 


} 


istics ot? and ai disc 


other cases tl 
been directed exclusively 
bank Or 
but from a tax poimt ot v the 


security ror the finance 


ment is so loose and indefinite as 
uncertain.” In Mille 


ynpany, cited at 


classification 
Trimmer ( 
dealer had 
appeared to be a true 
unable to 


rootnote 
two arrangements, 
pledge 

advat 


obtain the tax 


should follow from the pledge 


could not show 


be cause he 
and amount of notes whicl 


pledge. All 


theretore taxed t 


under the 
was 


operated solely under a disc 


ment. Doubts are resolved agi 


payer since he 


taxable event because it marks the end of 
operations for the taxpayer and is truly a closed 
transaction. But the same principle was applied 
in Thomas Goggan €& Brother, cited at foot 
note 1, and in other cases, where discounting 
was a regular means of financing a continuous 
stream of trading operations 

* See Exhibit A, at p. 142 

In Thomas Goggan & Brother, cited at foot 

note 1, the taxpayer had at least three different 
arrangements with separate lenders, one of 
which shaded off so close to a pledge as to be 
entirely indistinguishable except for the fact 
that the taxpayer acted as a guarantor on the 
sales contracts. In Elmer v. Commissioner, cited 
at footnote 1, the court said Such trans- 
actions are somewhat ambiguous and admit of 
definition as loans Slight differ 
ences 

% See the Elmer and 
footnote 1 


or sales on 


Goggan cases, cited at 
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immediate 


deferment the 


taxation is to be the rule, 
theretore be 
comes important to know what 


event and to avoid it if possible 


runs 


| 
exception. It 


is a taxable 


execi 


able 


yurt, speak 


ghly regarded 


and d American judges, 
ndicate: at < ] ledg is not taxable 
Other indicated that they wers 

same lin and the basi 
taxing 


a mere borrowing of money on 


support the 


curity is not taxable. However, 
i Code Section 
44 (d) few of the more recent 
cases that is so broad that it could be 


interpreted to extend taxability to a pledge 


is some 


language in 
and in a 


Ot rece ivable Ss 


In Thomas Goggan Brother, the court 
quotes from Alworth-Washburn Company 7 
Helvering ; the significant part of the quota 
tion is as follows: “But in the view we 
take of the case, it is not 


at pains to find a subtle 
between 


necessary Wwe 
should be distine 
discussed 


The 


Stat 


tion the words we have 


“sale” | 


whether the tax 


[“loan,” “discount” and 


question rather 1s 
construed, make the 
petitioner in the 1927 gains 
or profits within the purview of section 213 
of the Revenue Act of 1926 (44 Stat. 23, 26 
USCA Sec. 954).” However, the 
the Alworth-Washburn case did actually go 
on to find a “sale” and a closed transaction 
the distribution of the 
discount to 


utes, fairly money re 


ceived by year 


court in 


because of proceeds 


stockholders; further- 
+} 


he court was using the above 
, 


argu- 
ment principally to refute the 
that his 
endorser made the 
that 


usury 


taxpayer's 


argument contingent 


liability as 
and 
concerned 


transaction a loan 


to show State court cases 


with were not determinative of the 


tax issue. 


Judge Learned Hand in Elmer 1 
sioner ; see footnote 4 
»® Miller Saw-Trimmer Company, cited at foot- 
note 1 
1 Code Sec 


Commtis- 


44(d) originated in the Revenue 
Act of 1928 It was enacted by Congress to 
plug a loophole whereby installment obligations 
transmitted upon death, transferred by gift or 
distributed by a corporation to stockholders as 
a liquidating dividend were permanently escap- 
ing a full measure of taxation as compared to 
transactions reported on the accrual basis. (See 
Mertens, Law of Federal Income Tasation 
(1942), Vol. 2, 15.26-15.27.) Sec. 44(d) was 
not aimed at the ordinary disposition of install- 
ment receivables for a consideration by the tax 
payer originally receiving them, because such a 
disposition had always been taxed under the 


Secs 


Installment Sales Financing 


Goggan case, the court went on to 


‘In all instances the petitioner realized 
a substantial 
sale price of the article sold 


when the 


in cash or its equivalent 
portion of the 
at the 


all o1 


time sale contract 


Was 


| his 


inclu 


turned over to the financ« 
think, to 


sion in the gross 


the profits 


company. 


is enough, we require the 


income of each year ol 


represented in such cash receipts 


We therefore sustain the respondent in his 


determination that the installment obliga 


tions were distributed, transmitted, sold or 


otherwise disposed of, within the 


of section 44 (d) - 
however, that although one 


meaning 
is to be noted, 
financing al 
rangement in the Goggq case took on 


] truce 


pledge, a 
that 
“The petitioner 
payment for all of the 


characteristics of 


many 


pledge was not involved case be 


cause, as the court said 


guarantees full 


contracts described above 


Che language just quoted from the 


substantially 


Gog 
repeated in Della 
again the court 


gan case Was 
Nickoll, but 


sale of the 
quote d 


easily found a 
accounts al d the 


Irom 
Yet an 
last-mentioned cases 


broad language 


Goggan was not necessary 


examination of the facts of the 
that a_ true 
pledge transaction was not under considera 
tion principally or incidentally. As to Code 
Section 44 (d), the legislative 
intent argues against 
Nevertheless, as long as 
doubt, this 
resolved by Congress 


show Ss 


history and 


such interpretation.” 


there remains a 


possibility ot should be 


issue 


Some Legal Background 


To understand the above conclusions and 


to frame future transactions with advantage 
it is necessary to observe the development 
to 1928, the tax statutes 


broad 


of the law Prior 


contained only the which 


provisions 
property 
exclusions. The 


determine the 


taxed all sales of except certain 


had to 
transactions 


narrow courts 


taxability of 


broad provisions of the taxing statutes reaching 
the sale, exchange and “other disposition” of 
any property For example, the court in the 
Duram case said That statute [Sec. 44(d)] 
of course, is not controlling as to the peti 
tioner’s transactions in 1926; but we view it 
as merely an express recognition of what was 
equally true under the 1926 act by reason of 
the general provisions (sections 202-204 [26 
USCA Secs. 933-935]).’ The general provisions 
referred to by the courts are the predecessors 
of Secs. 111-113 of the present Internal Revenue 
Code; and Sec. 111 includes “‘The gain from 
the sale or other disposition of property ‘ 
Therefore, as far as the discounting of install- 
ment receivables is concerned, Sec. 44(d) merely 
restates the law, and should not be construed 
to extend taxability to a true pledge 
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wider those 
added the 
‘If an install- 
sold, or otherwise 


receivables 


1928, ¢ 


, 1" 
InvOlVInNg instaliment 


provisions In ongress 


tollowing language to the Code 


ment obligation 1s 


loss shall result 


disposed of, gain 
Phis 


discounts his 


applies the dealer vl sells o1 


receivables. So far as pledge 


and discount transactions are concerned, 


128 statute merely restated the prin 


that the courts had applied th 
the atorementioned 


» be, 


and 


now 
now 


cou! 


gument principally 


taxpayer's contention th: 


endorser 


r mad the transaction a loan 


] 
lability as 


itingent 


Lhroughout this line of cases, the courts 


have 


pointed to certain incidents ot the 
See footnote 15 
‘See text at p 
Washburn Company 1% 
note 1 


a | 3957 


141; see, also, Alworth- 
Helvering, cited at foot 


1949-1 CB 65 


February, 


1954 °@ 


transactions to support their conclusion that 
there Most of 


Ww hen 


was a sale these signposts 


are not reliable dealers are involved, 


and the have 
troubled with the 


freely admitted being 
question. In the / 


found that the tra 


courts 
mer 


Case, 


an eminent judge 
1 


Sale 


} 


action was a because, among ot 


re, 1c! 
things, the finance company thereafter made 
dealer had nothing to do 
resell the 


account of the 


collections and the 


except retake and automobiles 
I nnance 


upon default, for the 


W hich 
the 
around 


company. In several other cases in 


the dealer himself made _ collections, 
iad no trouble in 
to find a 


court merely 


getting 
sale: in the Goggan 
decided MH hie¢ deale 
was collecting as agent tor 
pany. 

In Packard Cleve 
thought it 


Case 


Moto» 


indicative of 


and 
the court 
closed 
Che cor 


confronted 


receivables that the dealer 
customers’ book accounts 


(,oggan Case was with tl 


' 
dealer continu maintain 


eturn 
addity 


ror bad debts , It 1s probabl« th: 


a re asonabl 


dealer who discounts 
j thy 


i This 


is receivables cannot 


except in connection with those ré 


ceivables he retains The advantages of 


such a reserve have already been discussed 


Of course, the discounts cat 


bad 
sustained 


dealer 


take a deduction for repossession o1 


debt losses in the year that they are 

*Code Sec. 23¢k)(1) In Costley Motor Com- 
pany, Inc., CCH Dec, 9485-A (memo, op.), Dkt 
No. 78568 (September 14, 1936), the Board of 
lax Appeals held that a deduction for an addi- 
tion to a reserve for bad debts is not permis- 
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Lhe reason why the 


who dis 
counts cannot set up a reserve for bad debts 
is that, debt 


become 


retailes 


legally, he has no 
likely to 
This is true because he has sold his install 
ment receivables to the 


H« no 


he has 


owing to 


him which is worthless 


finance company 
which 
As the proceeds 


obtained 


longer owns the receivables 
thus 
of the discount, he 
(1) cash and (2) a covenant, 
by the finance company to pay the holdback 
to him unless he fails to satisfy his con 


guarantor it 


discounted 
two things: 


promise, ofr 


tingent liability as when 
This promise is repre 
sented by a credit to the dealer on the books 


ot the 


and 
such liability accrues 
finance aprpoximately 
10 per cent or more of the balances due on 
the discounted This credit is 
in the nature of a debt owed by the finance 
to the dealer, which will be paid 
dealer or used to satisfy his con 


company Of} 
recely ables 


company 
to the 
tingent liability unless the finance company 
becomes insolvent. So if the dealer’s cus 
tomers pay in full, the finance company will 
pay overt! the credit to the dealer; if the 
and the dealer 
make good on his guarantor’s liability, the 
credit will be set off that liability 
Therefore, 


customers detault does not 
against 
to sSatisty it 
the oO ly 


hnance 


partly or in full 
debtor that the 
company, and unless the dealer can 
that 


because ot the 


dealer has 1s the 


there is a 


show 


probability ot loss 


insolvency of the finance 


company he cannot establish a reserve fot 
(Footnote 25 continued) 
sible if the addition is to provide for anticipated 
losses on notes receivable discounted’ with 
recours¢ The court was not impressed with the 
argument that taxpayers having — sufficient 
money to carry their receivables would get the 
deduction for an addition to a reserve; there 
simply is not any statutory authority for a 
reserve for such contingent losses. The court 
said 

When petitioner discounts the notes received 
from purchasers of automobiles, such pur 
chasers, as makers of the notes, are no longer 
debtors of petitioner but are debtors of the 
persons or corporations to whom their notes 
have been sold The quoted section (23(j) of 
the Revenue Act of 1932) does not permit a 
taxpayer to deduct as an addition to a reserve 
for bad debts amounts which are 
other person or corporation 

Vhen petitioner notes, its 
position changes to that of endorser or guaran 


owed to some 


discounts such 
tor Any loss that it may sustain arises under 
ts contract of endorsement and guaranty and 
from the failure of the makers of the 
their obligations when due. Z/t is 
a contingent lability and as long as it remains 


results 


notes to pay 


n such category, does not accrue and may not 
be deducted. Brown v. Helvering [4 ustc § 1223] 
291 U. S. 193: Farmville Oil and Fertilizer Com 
pany [CCH Dec. 8615], 30 B. T. A. 1048: affd 
[35-2 ustc § 9424] 78 Fed. (2d) 83, 85; Shapleigh 
Hardware Company v. U. 8. [36-1 uste § 9124] 
&1 Fed. (2d) 697: William M. Davey [CCH Dec 
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the hnance 


bad debts 
credit.” 


against company 


Of course, the dealer is certain to 


have 
losses on repossessions. However, they will 
from his contingent 


antor, and it 


arise lability as guar 
appears that a reserve is not 
contingent 


permitted in connection with a 


liability 


Finance Company Holdback 


The controversy which comes up in the 


reported cases is not whether the dealer 1s 
entitled to establish a reserve for bad debts, 
but whether on the accrual accounting meth 
od, the credit (holdback) by the 
company first place, accrued 
deale If it has not 
accrued, it cannot be included in his income; 
if it has accrued, it can be The 
similar in principle 
just discussed; that 1s 
the courts have found that there is an abso 


finance 
has, in the 


as an asset to the 


so included 


usual situation is very 


to the arrangement ; 
lute promise by the finance company to pay 
the credit, unless the 
make 
guarantor if and when it accrues 
in effec am 


dealer later fails to 
liability as 


The courts, 


good on his contingent 


two conclu 
from the findings of fact just 


reach the following 
sions of law 


stated: 
(1) The 


crued as an 


hnance company’s credit has ac 


asset to the dealer because 


everything to establish his right 


The 


necessary 


to it has occurred credit is 


being 
8584]. 30 B. T. A. 837: Lane Construction Cor- 
poration [CCH Dec. 5492], 17 B. T. A. 826, affd 
19 F. (2d) 1080 

If petitioner holds the notes it has the 
right to set up the reserve: otherwise not 

If, by reason of its contracts of en- 
dorsement or guaranty, it is compelled to make 
payment on behalf of a defaulting maker and 
thereby sustain losses not compensated by in 
surance or otherwise, such losses may be de 
ducted.”’ (Italics supplied.) 

" These conclusions seem to be reasonable 
deductions from G. C. M. 9571, X-2 CB 153 
(1931), as well as from the cases cited in foot 
note 25. Nevertheless, there is some slight sug 
gestion in the cases that a reserve for bad debts 
might be in order. In Town Motors, Inc., CCH 
Dec. 15,304(M), 5 TCM 625 (1946), the court 
stated the Commissioner's contention was as 
follows Respondent points out that petitioner 
here seeks to deduct from gross income a re- 
serve for losses on automobiles 
He contends that if petitioner is entitled to a 
reserve for 


repossession 
losses sustained because of failure 
by purchasers to carry out their contracts, the 
reserve should be calculated upon the basis of 
petitioner's experience and not upon an amount 
withheld by {the finance company]."’ How- 
ever, the court made no decision on that point 

* Shoemaker-Nash, Inc CCH Dec, 11,009, 41 
BTA 417 (1940), is the leading case on this 
point In this case, the dealer sold customer's 
notes to the finance company, which withheld 
(Continued on following page) 
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dow 


iabilit 


(Footnote 27 continued) 
from the dealer's 
finance or 


proceeds a 
service 
The amount so 


portion of the 
eharge to customers 
withheld was credited to a 
books of the finance 
company, and the reserve was to be paid to 
the dealer to the extent that it exceeded 3 per 
cent of the unpaid balances of customer's notes 
or upon liquidation of all paper sold to the 
finance company. As to part of the paper sold 
by the he had no liability as guarantor 
He was, however, obligated to repurchase auto 
mobiles repossessed by the finance company if 
they were actually tendered to him by the 
atter, the being the customer's unpaid 
balance; but the finance company was required 
to reimburse the dealer for 
$ per cent of 
tained on the 


reserve account on the 


dealer 


price 


losses in excess of 
notes sold which might be sus- 
resale of the repossessed cars 
If, due to conversion, confiscation, etc the 
finance company could not reposses and tender 
an automobile, the dealer had no repurchase 
liability As to the remainder of the paper 
sold to the finance company, the dealer had 
full recourse liability All sums payable by the 
dealer under his repurchase agreement or under 
liability were to be 
rently, or not less often than 
each months period 

holdback) 


compan, is 


his recourse 


remitted cur 
‘three times in 
The dealer's re 
was held by the finance 
ecurity for all the obligations of 
Dealet ind no part of it was presently pay 
ible to the dealer The question involved was 
V holdback 


When 
acerual 


twelve 


erve (or 


does the reserve or 
income on the 

rule of law, the court referred to Spring 
City Foundry Company v. Commissioner, 4 ust 
" 1276, 292 I S. 182 (1934) “When the right 
to receive an amount becomes fixed, the right 
accrues The court decided we find 
nothing in this case to justify the conclusion 
that the profit [that is, the reserve] from the 
sale of such notes is not accruable when the 
sold.” In reaching this 
the court relied heavily on G. C. M 
CB 15 and quoted or referred to the 
language from G. C. M. 9571 


become 
reportable basis? For 


a bask 


notes are decision 


9571, X-2 


following 


Under the plan outlined in the instant case 
where a sale of an 
credit 


automobile is made on a 
purchaser note or 
notes for the deferred including a 
indorsed by the 
dealer and turned over to the finance company 
which then remits to the dealer the unpaid 
portion of the selling price, aot including the 
service finance company maintains 
ount and upon taking over such 
notes credits the dealer therein with a portion 
of the service charge, which is to be paid to 
mayment of the notes 

rhe creait given by the finance com- 
pany to the dealer is properly to be included 
and taken up as income on the accrual basis 
of accounting when the credit is made in favor 
of the dealer by the finance company 

The facts show that the reserve credit is 
not a contingent credit but is paid to the 
dealer either at the time the note is liquidated 
by the purchaser of the car or in case the 


148 


basis, the executes a 
payments 


service charge. The notes are 


charge rhe 
i reserve act 


the dealer on complete 
thus 


February, 1954 @ 


tai‘ture to do so 


ott by 
dealer will 


However, the 
hold 
extent that it may 
his hability 


receive the benefit of the 


back as a set-off to the 
be used to satisfy 


(2) Ince the 


t 


as guarantor 
lability as guar- 
or 1s contingent, it is not vet a lability 


dealer’s 
an 


purchaser fails to meet his obligation, the dealer 
is given the benefit of the reserve credit through 
a corresponding reduction in his liability to 
the finance company. It follows, therefore, that 
the reserve credit to the dealer is absolute 
credit by the finance company and is payable 
to the dealer without limitation, regardless of 
whether the obligation is liquidated by the pur 
chaser (who is the maker of the note) or by 
the dealer (who is the indorser thereof) 

The court was of the opinion that the facts 
of the Shoemaker-Nash case went even further 
than G. C. M. 9571 in that, with respect to 
certain of the notes, the dealer was not even 
liable as endorser but he merely had to re- 
purchase repossessed automobiles upon tender, 
and furthermore the reserve was made to secure 
certain other obligations of the dealer arising 
outside of the sale of notes 

In Colorado Motor Car Company CCH Dec 
11,045-D (1940), the facts were similar to those 
set out in G. C. M. 9571; and the court, relying 
heavily on that G. C. M. and the Shoemaker- 
Nash case, held that the reserve credit accrued 
as income upon the discounting of the cus 
tomers’ contracts 

In Royal Motors, Inc., CCH Dec 
4 TCM 777 (1945), the court found that the 
agreement with the finance company was the 
same as in the Shoemaker-Nash case and fol- 
lowed that case We are of the opinion that it 
is, in essence, the same agreement as the one 
set out in the findings in Shoemaker-Nash Inc 

Under each the belongs absolutely 
to the dealer and is to be paid in cash or used to 
liquidate his indebtedness (Italics supplied.) 

In Town Motors, In cited at footnote 26, 
the court again found substantially the 
contract as in the Shoemaker-Nash case 
followed the latter case 

In analyzing and classifying this line of cases 
lead by the Shoemaker-Nash case, it is im 
portant to note that they are all identified by 
the following facts and accompanying 
issue which appears in G. C. M. 9571 


The taxpayer contends that the amount of 
reserve credit has not been earned because it 
is not known in advance whether the purchaser 
will completely iiquidate the liability to the 
finance company, which is necessary before the 
finance company will pay the dealer. It appears 
however, that if the purchaser fails to pay, the 
dealer immediately becomes liable on his in 
dorsement and is required to pay the balance 
due, less his reserve on. the particular contract 
which stands to nis credit on the books of the 
finance company This is in accordance with 
that company’s method of making payment 
though not specifically mentioned in the plan 
(Italics supplied.) 


The fact just emphasized 
becomes immediately 


4,.687(M) 


reserve 


same 
and 


legal 


that the dealer 
liable on his endorsement 
and is required to pay the customer's delin- 
quent balance even though the dealer's reserve 
on the books of the finance company shows a 
greater credit balance in his favor—is the fact 
which distinguishes the Shoemaker-Nash cases 
from those cases about to be discussed which 
reach an opposite tax result 
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on the accrual (or any other) basis, and the 
lealer is not entitled to a deduction therefor 
against the income represented by the fi 


nance company credit 

In two cases also involving accrual-basis 
taxpayers, the opposite conclusion was reached, 
involved a different 
finance 


difference In the 


but they 


arrangement 
Here is the 
financing af! 
the hold 
the bank 1s 
pay for delinquent ac- 
maintained at a level 
stays in business and, 


with the company 
ordinary 
described above), 
reserve which is held by 
invaded to 
counts; it 


rangement (as 
bac k 
never; 
certain 
as long as dealer 
theretore, is certain to receive that addi 
he doesn’t 
account 
tt back 


tional cash if become insolvent 


When an 
must buy 
ment 


is delinquent, the dealer 
his repure hase agree 
not 
But in the 


under 


with the bank; it is charged 
l 


against the 


oldback reserve 


two cases where the 


reserve was not taxed, 
delinquent accé 


holdback 


gation until the 


charged against the 
had no obhi 


might be exhausted 


unts were 
reserve; the dealer 
reserve 


Was by n 
} 
I 


Cherefore, it means certain 
entitled 


Chere is 


that the dealer woul becom«e 


held 


tl difference In 


ever 


o the amount in the reserve 


these two the re 


bad debts, 


never 


Cases 
and by 
come to the 

But in the 


to pay 


that 


out tor 
use it may 
; is not taxed on it 
nary ‘ > the 


protects d as the 


] 


reserve is maintained and 


dealer’s property which 
him until he 


Phe agreement to 


will be held for liquidates 


repurchase 


} : ; } 1 
des ied to treeze the 


delinquent 


{ 


| cannot 


absorb | 


SSES 


dealer Inay Malapge 
unde the 


under 


above water 


‘ ; 
rrangement which 
de linque nt 


flood 


bank 


aCcoul 
when coll 
the demands 
chase obligation 

dissipated his 

he anticipated pronts con 
y Same contracts that are 
being returned to him by the bank or finance 


ny as delinquent ¢ worthless ac 


He was not permitted to create a 
tor bad debts and take a deduction 
the pre fitable high 


mtracts made 


tax vears when these 


were Now, he can take 


* See footnote 25, which is squarely in point 
Although this conclusion is not expressly stated 
n the Shoemaker-Nash line of and in 
a 4 M. 9571 it is an inescapable inference 
Cf. William M. Davey, cited at footnote 25 
*The leading case is Keashbey & Mattison 
Company v. U. 8 44-1 ustc { 9189, 141 F. (2d) 


cases 


Installment Sales Financing 


Legislation has lagged behind 
economic developments 
in the field of consumer credit. 


the deduction tor bad debts but there is 
little, if any, profit to offset the losses. Rais- 
ing this represents an ex- 
ceedingly difficult problem to the dealer. His 
credit position has been seriously weakened 


Most dealers create cash by running huge 


cash at stage 


sales at a low mark-up or at cost in order 


to obtain contracts which, in turn, are dis 
counted with the bank to realize 
replace the delinquent receivables which the 
bank requires to be repurchased, The only 
salvation end this vicious circle 
is an immediate improvement in the economy 


cash to 


which can 


Changing to Installment Method 


lf the 
method of 
method, he 
Income 


from the accrual 
the 


normally have to 


dealet changes 


accounting to installment 
will 


tax on 


pay an 


collections received there 


alter on 
This will in double taxation becaus¢ 
he has already paid 


account of sales of prior years 


result 
a tax on the profits on 


those sales in the years when they 


wcre 


made However, the dealer can avoid the 


double 


be lore 


his receivables 
over to the 


tax by selling all of 


changing installment 


accounting method 


CONCLUSIONS AND 
RECOMMENDATIONS 


Where a 


bh} 
receivabies 


dealer finances his installment 


them with re 
holds bach 


security lor 
thie re 


bye discounting 
and the 


course nnance 


the pr 


liability as 


company 
ceeds as 


contingent guarantor, 


difference in 


is no business 


purpose or in 
and 


de ale I 


economic consequences so tar as the 


is concerned from an arrangement in 
which the dealer obtains a loan and pledges 
How 
immediately 


hold 


discounting 


his receivables as coliateral security 
the 


taxabl . the 


ever, ‘irst arrangement is 


second is not 7 


o tax the 


back resulting from such a 


arrangement is to drain cash from the 


dealer’s business before he has 


realized his 
and before 


determined or 


net profit even that profit 


is reasonably estimated. Thi 
163 (CCA-3) The Keasebey & Mattison case 
followed and relied upon an earlier BTA memo 
randum decision: Hrnest G. Beaudry, CCH Dee 
11,671-D (1941) 

> Code Sec. 44(e) 





There is lack of harmony between two 
of the provisions of the Internal 
Revenue Code which affect the dealer. 
Code Section 44 (a) gives 

him the right to use installment 
accounting if he regularly makes 
installment sales. But Code Section 

44 (d) takes away that right 

if he makes any disposition of his 
installment contracts, without 

regard to the purpose 

or regularity of these transactions. 


which the 
depends on 
which the 
until spe 
determined to 
forced to 
company for 


Ss true because the 


holdbac k 
the inevitabl 


extent to 
represents profits 
bad debt losses, for 
government makes no allowance 
actually 
and the 


finance 


cific receivables are 


be worthless dealer 1s 
reimburse the 


Sines 


them 


the drain on cash by taxes 


while the 


comes 
profits, as yet undetermined, are 


being increasingly tied up in the 


or holdbac k, the 


ré duc ( d 


hnance 
company’s reserve, dealer’s 
and his mer 
chandising operations must shrink, Further 
from yeat 


discounts his re 


working capital its 


more, if sales volume fluctuates 


to year, the dealer who 


ceivables can be subjected to higher rates 


and, hence, a greater tax. In an 


economy 
credit, this 


obstacle to healthy activity 


geared to increasing consumer 
Situation 1S an 


and growth 


The above tax based 
upon 


and 


consequences are 


thinking which is artificial, abstract 


divorced from realities. The law re 
holdback by the 
company in its full amount as a present and 
existing’ asset of the dealer, and at the 


nonexisting the 


gards the usual finance 


same 
time it regards as 


liability to the 


debt losses 
\ 


dealer’s 
finance company for the bad 
must inevitably come 
Notwithstanding the legal niceties, the fact 
is” the 


company for the 


which 
claim against the finance 
holdback and his liability 
arise out ot 


de ale ! s 


ior bad accounts a single trans 


action, and both are dependent on a single 
collections 


this 


contingency, that 1s, from cus 
inseparable 


liability 


tomers 


Therefore, rela 


tionship of the claim and the 


requires 
that both be together 
should be 
holdback 
hold 


to probable 


re garce d as accrumeg 


or not at all; hence, no gain 


recognized in connection with the 


It is assumed that the amount of the 


hack is not excessive relative 


future losses and is made in good faith by 


the finance cOmpany as security against 


such losse Ss 
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lhe problem continues to exist because 
legislation has lagged behind economic de 
credit 
lack of har 
provisions of 
Revenue Code which affect the 
Section 44 (a) 


installment 


field of consumer 
things, 


velopments in the 
Among other 
between 
the Internal 
Code 


right to wuseé 


there is 
mony two of the 
dealer. gives him the 
accounting if he 

But Code 
right if he 


regularly makes installment sales 
Section 44 
makes any 


(d) takes away that 
disposition of his installment 
contracts, without regard to the purpose or 
regularity of these The 


manner as an 


transactions dealer 


is treated in the indi 


ransaction is an isolated 


Salnc¢ 
vidual to whom the 
and should pro 


install 


closed matter The law 
that 


accounting 


using the 
regularly 


where a dealer 

method 
gain will not be recognized 
holdback until the holdback 
In the 
permitted to maintan 


vice 
ment 
with 
on the 


discounts 
recour;rse, 
reserve 
dealer alternative 
should be 
a reserve for bad debts based upon a rea 
bad 
losses on 


bank 


is returned to the 


the dealer 


sonable 
debt including 
the discounted 


estimate of repossession and 


losses, probable 
receivables with the 


or finance company 


Progress toward rehet by legislation cal 


be made by creating an awareness of the 


The dealer individually and throug! 


should 


representatives 1n 


problem 
his trade make the 


problem 


organization 
known to his 
Congress and should solicit the aid of bank 
ing groups 
building bette: 


which have a vital interest in 


and sounder customers 


lo adapt himself to the law as it exists, 
must give caretu 
with the 


and to the 


as best he can, the dealer 


consideration to his agreement 


bank or finance company 


ficiency of his accounting records 


being as important as substance, an attor 
should be 


drafting the agreement 


consulted in negotiating 


If possible, the financing arrangement 


should be in the form of a loan with a: 
assignment of receivables as security The 
should conduct himself in evet 


as the le val owner ot the 


cle ale I 
respect 


and the 


receivables 


creditor of his customers He 


should keep customers’ accounts and man 
] 


tain a system of general records n 


ance with generally accepted a 


principles He should collect the 


does 


immediately 


even if in accordance with local law he 


so only as a trustee and must 


turn collections over to the lende1 Pay 


ments on the loan trom the lende1 should 


not be correlated any closer than necessary 


with collections from customers 


(Continued on page 171) 
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The Need to Limit Federal Taxes 


By FRANK E. PACKARD 
Executive Vice President, 
Western Tax Council 


toward big government 1s 


ae DRIFT 
indicated by the increasing federal drain 


nat ial income over the last two dec 


Federal 


1929 amounted t than the 


expenditures for the fiscal 
total 

ia’s inhabitants 
ended June 30, 1953, 


yinents ¢ 


equivalent ot 
ple west ol 


addition, all 


mcome 


In 1929, 
ernment 
national income B 


exceeded 9 per cent, 


1945 


taxes 


cent |Last year 
ibsorbed 24 per cent and this 
he percentage will be < ‘ast 25 pel 
] Adding 


This is tederal 
total burden this 


cent of out 


take alone 
and local taxes, the 
is about 32 per national 
Thi 


The necessity to finance heavy military 
primarily re- 


for increasing federal taxes. Yet 


expenditures is, of course, 
sponsible 


it is also true that nonwar federal spending 


Need to Limit Federal Taxes 


Cutting or Limiting Taxes 


Increases Government Revenue 


in the Long Run 


has grown fastet 
In 1929, 


were 


than the national income 
nonmilitary federal 
only 1 per 


expenditures 
national 
Now the proportion is 7.3 pet 


cent of mcone 


cent, although 
if veterans’ | nditures and 


the public d are 


iiterest on 
excluded, the propo 


tion 1s 3.5 p 


1¢ magnitude of the tax burden now 1s 
what realized by the great mass of the 


Thos 


acutely ) of the 


income brackets are 


crushing 
people with 
\ Marri d man 


it ofr taxes than lowet 


incomes with wife and two 


children must hi an income $4,000 


above 


the federal inex a? to exceed 


ross income, 
| families have income 

it has been estimated 
Company ot Chicago 
f taxes are included, 
mconms Rroups give up 
about 20 per cent of their incomes in taxes 
In the $3,000 to $5,000 group, which now 


includes about one third of all families, 
) 


taxes of all kinds absorb from 25 pet 


cent 
Above $10,000, 


trom 35 per 


to 30 per 


| cent of! 


Mmcomes 


the proportion rises cent to 


over 90 per cent for the largest incomes 


Phe corporat 


income tax 18 Now the 
st “hidden” tax. Of course, no tax is 
hidden from the person or corporation orig 
final analysis, all 
directly or indirectly by 


there 


inally 


paying it, but, in 


taxes are paid 


individuals. If were no corporate 
income tax, the corporation could pay larger 
dividends, or sell its 


price, Or pay 


product at a lower 


higher wages, or “plow back” 
more into plant and equipment 


would 


Competi 


tion rorce it to do one or more o} 


15] 





The final incidence of the sorbs over 5 per cent of incomes 


is difficult to assess lower brackets, with the proportion 
he worker andthe | sharply in the higher brackets the effect 
hese days of full employ on dividends is allowed fo 
y the stockholder gets lower The burden of taxes on business has been 


the consumer pays higher unduly severe in the last few years. Foi 


he tax were less example, since 1950, the Department of Com 


timated that the corporate merce reports net profits of all businesses 
forcing higher prices, ab as follows 


Net Profit National Income 
$21 ? billion 
18.7 billion 
17.9 billion 
(at the 
(ight 53 annual 17.0 billion annual 309.4 billion 


months) rate of) rate of) 


How can we explain the rise in national 1939, compared with th« 


same collections 
income and simultaneous decline in net in 195] 


(the latest figures available) 
profits? Ordinarily, national income and Aside from businessmen and taxpayers 
profits go up together or decline together 


] 


generally, do the states and local communi 
Hiowever, the increasingly larger share 


ties want to see lower federal taxes? A 
taken by the government in taxes is respon whole volume could be written on. this 
sible for the decline in net profits. As alone. Suffice to say, we need only quote 
the main speaker at the eighteenth annual 
conference of the National Institute of 
Municipal Law Officers held in Washing 


ton, D. C., on September 14, 1953. 


national income goes up, the government 
has insisted on raising tax rates, with the 
ad result that net profits of business have 
been dropping 


Moreover, business reserves have dropped 


, “ David M. Proctor, city counselor of 

even faster than net profits. Should 1954 Kansas City, Missouri, and president of the 
T {) t s ‘) ~ r ho 4 : ‘ 1 

turn out to be a recession year, how will institute, said in a speech opening the con 

businessmen carry their payrolls, maintain 


vention that city governments Jace serious 
\ © < I< 11 ¢ . - 

inventorie and buy current materials, if financial difficulties unless federal taxes are 
their financial resources will not permit 
such actions? We know that bank credit 
has tightened. In what direction will busi 
ness turn According to the Associated Press story, 


Proctor said the impact of federal taxes ts “a 


lowered, deficit spending is abandoned and 
the national debt is reduced 


Lhe pinch on businessmen because of : 
new menace confronting the cities and thei 
high federal income taxes is probably no A 
future fate.” (Italics supplied.) He estimated 
different than the pinch felt by states, cities : 
| | that city residents pay ten times as much in 
and local communities because of the large to th : , t) ot 
; taxes to the federal government as they do to 
sums taken by Washington. With the fed et ee ee ee biel a 
al governments 
eral government taking so much money out 


f the states, what has happened to out The federal tax load is so heavy, Proctor 


state and local tax collections? The figures indicated, that the public in most 
at the bottom of the page show the total 
federal tax collections, state and local in 


cities 
would defeat any proposed increase in city 
taxes, and other methods of financing car 


UNITED STATES 
Per Cent 
Net 
1939 1951 Increase 
Federal $4,900,000,000 $51,754,784,000 920% 
State 3,387 ,000,000 13,253,000,000 330% 
Local 5,309,000,000 8,621,000,000 60% 
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not meet 
must be 


city needs 


Bx ynd 


paid for later by taxes 


issues, he said, 


Perhaps the most succinct 


comment on 


Mr. M. L. Seid 


this problem was made by 


, l¢ , 
man, noted tax consultant, 


New York July 9, 


‘The federal g 


Times on 


vvernment has put a first 
ur national income, 
alities having the privilege of taking 


Our 


with the states 
Founding Fathers 
S dangel nen hey maceqd Clear 
lat when t ] I cl 

the federal government’s 

irect taxes on the people 
»f the federal gov 
omes at any rate tt & 


completely deprive the 


hower 
ernment shes 
then obviously m 


tot f 


tates ? ry means of 
(Italics supplied.) 


One 


their existence.” 


might even go further 
Mr. Seidm: 


and say with 
that, if it is within the 


government to tax 


power! 
he federal incomes 
it wishes, obviously it can com 
business 


thei 


businessmen and 


means ot! 


ms to want tax 


eduction, 


realistic evaluation of out 


world 


t 
osition in the 


seems to demand 
How to meet 


and 


e governmental revenues 


demands of taxpayers taxpaying 


still 
large governmental 


yrporations for lower tax rates and 


1ieet the necessities for 
income, 1s a question to which there is no 
answer. But an examination of our 


experience not too 


certain 


fiscal long ago opens 


up some possibilities which are worth ex 
individual 
still 
revenue to 
facts to 


mining Is it possible to cut 


and corporate 


income tax and 


rates 


maintainm the flow of needed 
Washin 


guide us 


‘ton? Do we have any 


4 Have we ever cut 
hapt |? 
appeneda 


income tax 


‘ 


ates and 


what 
Our top maximum income tax 
during World War 1 


thereafter was 65 per 


1 


1920's, 


bracket 
immediately 
cent. In the late 
were reduced all 
those 


and 


income tax rates 
ilong the line Yet 
Washington 
, pay off about one 
debt ] 


Cancel 
roreign 


despite reduc- 
was able to balance the 
third of the na 
billions in 


and several 


countries. If lower taxes 


that, there Was a powerful 
returning to some such mod 


st ceiling. 


It may be of interest to look at the 
rd on 


yvernment trom 


exact 
collections of the federal 
1925 to 1930, the maxi 
and the 


ions during that period 


revenue 


mum income tax rates personal 


exempt 


Need to Limit Federal Taxes 


Total 
Internal Revenue 
Collections 

1925 $2,584, 140,000 
1926 2.836,000,000 24% 3,000 
1927 ?' 865,683,000 24% 3,500 
1928 2,790,536,000 20% 3,500 
1929 2,939,054,000 20% 3,500 
1930 3,040, 146,000 


Maxi- 
mum 
Rate 
40% $2,500 


Personal 


kxemptions 


20% 3,500 


In the period of the 1920's, the maximum 
individual successfully 
lowered from 65 per cent to 20 per cent, and 


step the 


surtax rates were 


at each budget was balanced, a 


surplus created and $10 billion in debt paid 
off. More specifically, internal revenue for 
each of the vears 1926, 1927, 1928, 1929 and 
1930, was 1925 
haat 


Higeheyr 


greater than the 


total for 
rates prevailed. 


during the entire 


when Moreover, 


period, the corporation in 
come tax ranged no higher than from 11 to 


3.3 per cent 

At the that tax 
decreased, tax exemptions for the married 
taxpayer $2,000 to 


$2,500, credit for 
$1,000 to 


Same time rates were 


increased 
to $3,500 in 1927, 


went up 


were Irom 


while 
each dependent 


$1,500 


from 
This helped every low income fam 
ily. Despite the lower tax rates and higher 
exemptions, revenue for the 
government still went up 


internal federal 


larger tax yields on 
need not 
which 


How we can get 
lower tax 
\ tax 
capital and worker 


rates puzzle anyone 


system cuts too heavily 


mto 
spending, thereby cuts 
down the amount of productive effort, labor 
and 


capital we can employ, 


long run, cuts down the 


and, in the 
tax yield. On the 
other hand, a tax system which encourages 
the use of more money in producing goods, 
farm produce and services, which permits 
more capital for employment, for purchase 
of machinery and for expansion and sales 

such a system gives more tax yield because 
it stimulates production, which is the only 


possible source of all taxes 
We example of 
in Canada. The September 11, 1953 edition 
o! the Wall Street 
follows 
“MONTREAL—The 
ment cut 


have seen a this 


recent 


Journal reported as 


Canadian govern 
its taxes on cigarets by 4 cents a 


pack last February 


and, as result, it 
rom the 


may 


get more revenue levy 


‘This is because the tax reduction 
has caused sales to zoom upward. In 
months of this vear 
15% from the first 1952 half 
“If this 


tained, an 


first six sales 


higher 


consumption 


1 


expected loss in 





of $17 million will be turned into 


i gain 


Limiting income taxes in any fiscal year 


might mean a temporary drop in govern 


ment revenues tor the 


moment. But, as we 


have seen by our 0o 


experiences trom 1925 


to 1930, and from the more recent Canadiar 


experience, cutting or limiting taxes m 


rease government revenue 1 


All these arguments 


sion that it would be 


he long run 


lead to the conclu 


a sound pr licy for the 
ver income taxes 

lax ( 
istitutional 


propo 
1¢ deral 


limit 


rates That such lower 


income vould bring in more revenues 


rates has long been recognized 


authorities 


interesting observe that 29 state 


have already endorsed the pro 


place a ceiling on ftederal income 


rates, and have asked Congress to 


| 


submit such an amendment to the 


states 
tor ratincation 

d such 
tion in language) are 


Island, Mis 


} 


chusetts, 
Penns 


Lexa 


These 29 states which have 

resolutions (with devia 
Rhode 

Massa 
1 


\ minor 
Wvoming, 
sissippi, Towa, Maine, 
Michigan. Arkansas, Indiana, 
Delaware, New 
Wisconsin, 


y Ivania, 
Illinois, 


Hampshire, 


Alabama. Ke n 


PRIVATE FOREIGN INVESTMENTS 


ie deterents to United States pri 
mvestment i rreign countries 
discriminatory legislation abroad, 
the threat of expropriation, the trans 

and the 
with for 
Council for 


Advancement has made 


fer problem, tax treatment 


unfamiliarity of investors 
cign opportunities The 
lechnological 
a study of 
to United 


policy and as 


these problems in relation 
trade 


has formulated 


States international 
a result 
a series of recommendations and con 
clusions. As to tax policy, the council 


recommends that 


“The United 


should encourage 


states (sovernment 


private foreign in 


vestment by promptly making the fol 


lowing changes in the taxation ot 


roreiyn earnings, each Oo! which is 


recommended on grounds of equality 
and equity, and not for reason of in 


centive or subsidy 
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tucky, New Jersey, Nebraska, Louisiana, 
Montana, New Mexico, Nevada, Kansas, 


Florida, Utah, Georgia, Virginia and Sout! 


Dakota 


If three 
add their 
which is the number required under Article 


more state legislatures this year 
would have 32 


voices, we States, 
V of the Constitution to force Congress to 


submit such an amendment for 


Most of the this 
subject ask for a 25 per cent ceiling. Whether 
it ought to be 
debatable 
Survey 


ratincation 


state resolutions on 


higher or lower might be 
In that connection, the 
(June 25, 1944) of 


New 


Guaranty 
the Guaranty 


York had 


Trust Company of 


some 


valuable advi ( 


bia here 18s, Of Course, nO Magi 


quality 
The 
placed higher or lowe: 

] 


the precise figure of 25 per cent 
ing might be 
that 


government 


the underlying principle a limit on the 


power ot the federal to tax 


mcomes, 


to the 


estates and viits would contribute 


tairness, and 


productivity stability 


of our revenue system and would strengther 


) 
the foundations of our industrial structure 
is worthy of the 


tion It is to be 


most caretul examina 


hoped that the effort to 


bring the proposal to the stage of 


formal 


” 


[The End] 


consideration will be successful 


“(a) Permit 


operating 


American tions 


corpora 
} 
| 


branches and agencies abroad 


to elect to treat 


income from thes« 


operations on the same basis as in 


come received from foreign subsidiaries 


“(b) Eliminate the present ‘over-all’ 
limitations upon tax credit for foreign 
income taxes paid (as distinguished 
trom the ‘pet 


whi h 


country’ limitation) 
restrict the 
portion of the 


hability 


credit to that pro 


American income tax 
which all foreign income bears 


to total income 


“(c) Eliminate the restrictive ad 


ministrative interpretations on sources 


Western Hem 


isphere Trade Corporation operations 


Western 


ation tax 


tT imcome 


as applied to 


‘(d) Extend the 
phe re 


Hemis 
advan 
encourage operations throug] 
entire world.” 


lrade ( orpor 
tages to 


out the 
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Brown v. Helvering 
By ROBERT S. HOLZMAN 


Professor of Taxation, New York University Graduate School of Business Administration 


\W HEN the Roman emperor Domitian 
was murdered, “The senators 

passed a decree that his inscriptions should 
erased, and all 
him obliterated.”* But no one could order 


Domitian to 


everywhere be records at 


the living change his 


own 
Thus the Commissioner of Internal 
than did 


1 1 
99 } th 
number, the pr 


records 


Revenue today has more power 


his Roman opposite curator 


fributorum 


Arthur M 


neral 


Brown served as Pacific coast 


agent tor various fre insurance 


companies, and he derived 


part ol his in 


come from a so-called “overriding com 


mission” on the net premiums derived from 
through local These 


subject to deductions on 


business written agents 


COMMISsSioOns Were 


account of subsequent cancellations of busi 


rowihich hh y had been received; 


and 


ould be 


1 


it appearec this ‘ lair estimate ¢ 


would 


made as ) i tent tl pol S 
be cancelled in future vears. Brown's books 


were kept accrual basis, the year's 


mconse oO! \ rl d ¢ ( 


being 


MNMISSIONS 


reduced estimated amount 


refunds 
future 


abas ealy 


Statutory 
deduction trom 
“necessat expenses 


‘ , 
ing the taxable vear 


Commissioner, 


1934, Mr. Justice Brandeis 


ourt 
Commissi« 
deductions 


‘Return Commission’ accou 


1 Suetonius, The Lives of the 
Rolfe translation (London 
(Loeb Classical Library) 


Caesars, J. C 
William Heinemann 
1914), Vol. IT, p. 385 


Brown:v. Helvering 


A Tax Classic 


the Revenue Acts taxable income is 
puted for annual periods. If the 


are kept on the 


com 
accounts 
accrual basis the income 1s 
to be accounted for in the year it is realized 


even if not then actually 


received; and the 
deductions are to be taken in the year in 
which the deductible 


The overriding 


items are incurred 
commissions were Z2ross 
which 


\s to each such commission there 


income of the they 


year 1m were Tre 
ceivable 

arose the liability 
part in case ol 
fact that 
have to be refunded in 


the event ot 


obligation—a contingent 
proportionate 
But thie 


might 


to return a 


cancellation mere some 


portion of it 
some future year on cancella 
tion or reinsurance did not affect its quality 
refunds during the 


tax year of those portions of the overriding 


as mcorne ° Phe 


commissions which represented cancella 


had 


been claimed as deductions; and 


tions during the tax year always 


they were 


apparently allowed as ‘necessary expenses 


paid or incurred during the taxable year 


The right to such deductions is not now 
claims 
They 
ire obviously not ‘expenses paid during the 


They are 


representing credits to a reserve account 


questioned, Those which the taxpayer 


now are of a very different charactet 


taxable year’ bookkeeping charges 


Brown argues that since insurance com 


deduct 
} 


hich may have to be 


are allowed to reserves for 
ned premiums w 
he should be 
deductions claimed 


acter The 


refunded, allowed to make the 


as being similar in char 


simple answer is that the gen 
eral agent is not an 


ind that the 


msurance company ; 
addi 


companies 


deductions allowed for 


tions to the reserves of insurance 


ire technical in cl and are nie 


aractet 


provided tor the Revenue 


[hese technical reserves are required to be 


made by the 


msurance laws of the 


several 


Brown 1 
193 (1934) 


Helvering, 4 { 1223, 291 U. S 





Che ‘Return 


im que stion 


Commission’ re 
was voluntarily 
Only a few reserves voluntarily 

a matter ol! conservative ac 


authorized by the Revenue 


that the 


make his 


' 
also Revenue 


‘Brown 


Acts 


argues 
required him to return ‘in 


dance with the method of accounting 


books’ 


1 


regularly employed in keeping the 


and that in mah ing the deductions based on 
the credits to ‘Return Commission’ 
with this requirement 


method employed by the 


account, 
he complied 
{T]he 


nevet 


taxpayer 1s 


conclusive If in the opinion of the 
reflect the 
shall be 


and in sucl 


Commissioner it does not clearly 


computation made 


manne a> 


upon basis 


will, in his opinion, do so. Umited States v 
-* Lucas v. American Code ( 
Fibre Brush Co 


within his 


Anderson 
‘ 


Lucas v. Ox 


lo so 


require administra 


tive discretion 


Was 


“[ Brown] 


alternative 


suggests, 
method ot 


there tore, aS an 
ascertaining the in 
come, that the commissions on each 
prorated 

The was of 
opinion that the method of accounting con 
applied prior to 1923 accurately 
reflected the income. He was vested with a 
wide discretion in deciding whether to per 
mit or to forbid a change It is not the 
province of the court to weigh and deter 
mine the merits of systems ot 


year’s 
writing be 


policies 


over the lite of the 
Commissioner 


sistently 


relative 
” 
accounting 


“[T]he Supreme Court decided Brown 7 
Helvering in which it held that, under the 
power to determine whether a method of 
clearly reflected 
had broad discretion to re- 
quire a taxpayer to return to a method of 
accounting 


accounting income, the 


Commissioner 


him.’ 

particular 
method of accounting properly and ‘clearly’ 
reflects income, the courts have been of 
little help. For example, the Supreme Court 
has said ‘It is not the province of the 
court to determine the 


utilized by 
whether or not a 


previously 
‘In deciding 


weigh and relative 


merits of systems of accounting.’ 
* See Tax 

1948, p. 975 
*See ‘Tax 

1951, p. 490 


Classics—X,"" TAXES, October, 


Classics—XLIII,"" TAXES, June, 
' See ‘Tax Classics—LI,"’ 
p. 216 


®* Emanuel L. Gordon, 


TAXES, March, 1952, 


“Options with Respect 
to Depreciation and Inventory Methods,’’ Pro- 
ceedings of the New York University Eighth 
Annual Institute on Federal Taxation (1950) 
(Albany, Matthew Bender & Company, Inc.), 
p. 1224 


156 February, 


1954 @°@ 


The Commissioner has broad powers as 


to whether a particular accounting method 
is to be accepted; thus he may insist upon 
an accrual basis under certain circumstances 
what method is 


reflect 


‘In deciding necessary 


1 


clearly to a taxpayer's income, the 


Commissioner is given a breadth of discr« 
though not unlimited, will be 
here when abuse of it is 
Brown v 
$1 of the Internal 
[the Commissioner ] had the 


tion which, 
only 


see 


reviewed 
clearly shown 
~~ “nee 


Re venue ( ode 5 


Helvering. 
section 
authority to require petitioner to report his 
with a method of 
clearly reflected his in 
See Brown v. Helvering. ...”° 


In acc ordance 
which 


mcoimne 
accounting 


CONE 


The Commissioner may require that changes 
be made \ 
claimed payables, reporting them as income 
in the year of the reversal. The 
sioner transterred the income 


taxpayer reversed certain un 


Commis- 
to earlier 
years, with the Court’s subsequent blessing 
“Latitude for discretion is 
and his 
and the 


given the Com 
missioner, interpretation of the 
adopted by him 
should not be interfered with unless clearly 
unlawful Brown v. Helvering 


The [taxpayer ] employed no method of dis 


Statute practice 


posing of these old accounts and computing 
them as income, and they had accumulated 
over such a period of years that the likeli 
hood of any le had long 
passed We that the 


Commissioner statutory dis 


claim being ma 


cannot therefore say 
abused his 
> 10 


cretion.’ 


THE hold that the 


long-term contract basis does not properly 


“The statute 
gives the Commissioner broad discretion in 


Commissioner may 


reflect a taxpayer’s income 


adopting a method which he believes prop 
erly reflects the income of the taxpayer 
Helvering "4 Where a tax 
payer switched from the retirement method 
of depreciation to the straight-line method 
without the that 

switch the returns right back 
“The Commissioner of Internal 
has a wide discretion in determining whether 
to approve a taxpaver’s method of account 


Brown v 


Commissioner’s consent, 


worthy may 


Revenue 


‘Paul D. Seghers ‘Tax Accounting Com 
pared with Recognized Accounting Principles 
TAXES, February, 1949, p. 145 

® Hardy, Inc. v. Commissioner, 36-1 ustc 7 9115, 
82 F. (2d) 249 (CCA-2) 

* Koby v. Commissioner, CCH Dec 
TC 1103 (1950) 

© North American 
missioner, 38-1 ust¢ 
(CCA-6) 

1 Standard Paving Company et al. v 
sioner, 51-2 ustc { 9376, 190 F 


17,672, 14 


Coal Corporation v. 
71 9303, 97 F 


Com- 
(2d) 325 


Commis- 
(2d) 330 (CA-10) 
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FOUR SCORE A 
ALO QUR FATHER b 


iS CONTID 


ron vt THE 
MEASE IN > 
v 4 vt 1HAT 
THESE DRAD SHALL Ni HAVE DIED IN 
VAIN - THAT THIS NATION UNDER GOD 
| SHALL HAVEA NEW BIRTH OF FREEDOM- , 
AND THAT GOVERNMENT OF THE PEOPLE 7 
i 4 | BY THE PEOPLE FOR THE PEQYLE SHALL 
ek, — PERISH FROM THE EARTH cere le 
5 aman a 


ing or whethe1 
Within the 


or accounting 


to require another method 


standard that the method 
reflect the 


decision 1S 


vere ral 
‘clearly income’ 


the Commissioner’s and 


final; 
which clearly 
allowance’ for de 
necessarily, by force of the lan 
ruage of the Act itself, reflects the 


since it eliminates from the general 


any method of accounting 


reflects ‘a reasonable 
preciation 
‘clearly 
income’ 
receipts of the taxpayer an amount which 
represents restoration of capital from earn 
ings which must be eliminated before there 

rue income How wide the 


the Commissioner is under the 


discretion of 


revenue acts 


is indicated by the comments of the Supreme 


Court in Brown v. Helvering.” ™ 


The Commissioner may 


nize a change of accounting 
Civil 


poration to keep its books in such a way as 


retuse to recog 
method The 


\eronautics Board had directed a cor 


to deter receipts from ticket sales for which 


transportation had not actually been fur 


nished. A taxpayer asked the Commissioner 
to accept a corre sponding change in the tax 
“Peti 


in effect, is requesting us to substi 


returns, but permission was refused 
tioner, 
tute our judgment for [the Commissioner’s] 
in selecting one ot methods of ac 
reruse to do in the 
abuse As 
Brown v. Helvering, 


two 
counting This we 


absence ot any said In 


supra, ‘It is not the 
court to weigh and deter 


was 


province of the 
Chicago and North Western Railway Com- 
pany et al. v. Commissioner, 40-2 ustc { 9583, 
114 F. (2d) 885 (CCA-7) 
‘National Airlines, Inc , 
CCH Dec. 15.940. 9 TC 159 (1947) 


Commissioner, 


Brown v. Helvering 


the relative methods otf systems of 


accounting.” That a taxpayer may be re 


quired to account one way for one govern- 
ment agency and another way for a different 
gyovernment agency may well be 


and we have no 


a hardship, 
doubt it is, but we are 
certain that the 


remedy does not lie with us as 


45 


a judicial byproduct of a tax determination 


\ corporation could not change 
retirement method of 


from the 
accounting to de 


preciation 


reserves without the Commis 


sioner’s approval. The company had argued 
that a new asset acquired in the taxable year 
amounted to one third of total fixed assets 
and that the would not 
reflect that 
method would require a charge-off in one 
year of 33% per 


original method 


¢ learly 


micolne inasmuch as 


cent of its entire de 
preciable assets “If we 


that the 


were convinced 

to be allowed 
liability on the 
that to require it 
to the retirement method 
was unjustifiable, that would 
help to the [company] The 
[Commissioner] is vested with a wide dis 
whether to permit or 
a change in methods of accounting 


[corporation] ought 
to compute its 
[sought] 


to adhere 


income tax 
basis and 
strictly 
accounting 


be ot no 


cretion in 
forbid 
‘It is not the province of the court to weigh 
and determine the relative 


tems of accounting.’ 
ola 


deciding 


merits Of Sys 


Brown v. Helvering 


\n automobile manufacturer had expensed 
various development and experimental costs 
in creating a new car. The Commissionet 
was within his rights in not permitting sub 
sequent capitalization “(The 
missioner], in the regular course of his 


official duties, was called upon each year to 


Commis 


examine petitioner’s income tax returns and, 
in so doing, to ascertain whether or not a 
proper method of accounting was being used 
by it. The method thus used was approved 
by [the Commissioner] as properly reflect 
ing the income of [the taxpayer | The 
record that would 


Commissioner in deducting sucl 


contains no evidence 
justify the 
expenditures other than as expenses during 
incurred Much latitude and dis 
given the Commissioner in 
Act, and [his] acts 


be disturbed unless an 


the vear 
cretion is 
enforcing the Revenue 
should not 


shown. Sec 


abus« 1s 
Helvering. = 
Notes of the taxpayer's customers were dis 


Brown 7 


counted by a finance company, which set up 


trom 


reserves which 


payments would be 


4% St. Paul Union Depot Company v 
sioner, 41-2 ustc 1 9765, 123 F. (2d) 235 (CCA-8) 

‘5 Duesenberg, Inc. of Delaware v. Commis- 
sioner, 36-2 ustc % 9386, 84 F. (2d) 921 (CCA-7) 


Commis- 


157 





Hybrid methods of 
accounting always are dangerous. 


made to the taxpayer if the 


not needed to mect defaults 
overruling the Commissioner’s claim th: 

reserve on the finance company’s books was 
an accruable 


asset of the taxpayer, the 


Court observed that “we think that it 
was within the Commissioner's 
under Sec. 41 of the applicable Rev 


enue Act to revise and restate the taxpayer’s 


discretionary 
powe! 


accounts in order clearly to reflect its in 


come See Brown vu. Helvering 
In fact, the Commissioner’s discretion 


even has bee Nn 


upheld in such 
of the Alcohol 
One had 


claim 


when an office 
be closed 
to 4:30 p. m.; a 


ollice 


could not be received 


quently rejected as untimely 


mail postmarked the same 


Court or any other Court 


cannot 
would be wiser to open at eight-th 


and 


close at hive 


Hybrid methods of accounting always ar 


“Inasmuch as the accrual method 
counting adopted by the 


dangerou 


taxpayer was 


‘regularly employed’, in that the ac 


items production taX payinents 


y purchasers 


the ¢ 
make his accordn 
method ‘ in ) ) oule 
flect the 
le gal 


cedure 


| yes taxpayer and Commi 


petitioner 


basis ror S { mpositiol té such | 


will 
reflects 


s1onel 


be bx une to a metl od that clearly 


\ corporation 


| lending 


accrued and 


to be 


MICO 


commissions 


ual Tri 


* Keasbey & Mattison Company 
{ 9189, 141 F. (2d) 163 (CCA-3) 
Hilker & Bletsch Company 1 l 
uste € 9650, 115 F. Supp. 692 (DC IIL.) 
Franklin County Distilling Company, Inc. 1 
Commissioner 42-1 wst { 9278, 125 F. (2d) 800 
(CCA-6) 
” Franklin Title 
missioner, CCH Dec 


158 


Trust Company v. Com 
8916, 32 BTA 266 (1935) 


February, 


1954 °@ 


lowed some latitude in the application ot 
that method in accounting for its own pat 
ticular The Board [of Tax Ap 
peals], like the courts, will not weigh to a 
nicety the relative merits of accounting sys 


Brown v. Helvering .... If 


business. 


tems a taxpayer! 
has selected a method of accounting which 
clearly reflects the 
and if it regularly employs that method, 


there is no justification for either the tax 


income of its business, 


payer or the Commissioner departing from 
that method in the computation of income 
tax, even though the departure may have 
some slight tendency to reflect income more 


clearly.” ” 
In holding that a taxpaver 


titled to a deduction for 


was not en 


payments in priot 
royalties under a lease, 
that “the method of a 
counting employed by a taxpayer is 
Brown v 


Commissioner 


years of minimum 


one court noted 


never 
conclusive. Helvering da 
But the may 
payer’s accounting method only if it 
not clearly reflect The 
questioned the accuracy of the per 


change a tax 
does 
income Commis 
sione;#l 
centages used by a taxpayer employing the 
long-term 


( ould be 


though 


contract method; but no error 


“An accounting method, 
used by the 
conclusive, and if the 
reflect 


» be made upon a basis which in the Com 


proven. 
consistently taxpayer, 


is not method does 
not clearly 


t< 


income 


computation 1S 

missioner’s opinion will do so. Broz 
[But] We think 

the [taxpayer’s] method here 

reflect 


Helverina 
does 


ately income 


If there is 


clearly 


( hoice may 


more than one method ot 


reflecting income, the taxpayer's 
not be changed 
of othe 


that ‘the meth 


provision Statutes, it 


id employed 
Brown 7 li ng 


hold Ne the 
used by the 


is never conclusive’ 
We do not 


ne t! od ot 


intend to 
accounting 
payer] is. the 


[tax 
only correct one, but that 


the method employed does clearly reflect its 


been long ] 


mcome, it has and consistently 


adhered to, and should not therefore be 


disturbed.’”™ 


\ taxpayer which has used the retirement 
method consistently, 
terstate ( 


may not tor one 


in accordance with Ih 


ommerce Commission regulations 


particular year obtain de 


"Lehigh Valley 
, CCH Dee 


Railroad Company v. Com 
10,799-A, BTA Memo. Op., 
Dkt. Nos. 38892, 62245, entered August 8, 1939 
W. F. Trimble and Sons Company v. Com 
missioner, CCH Dec. 12,937, 1 TC 482 (1943) 
22 International Cigar Machinery Company 1 
CCH Dec. 9682, 36 BTA 124 


missioner 


Commissioner? 


(1937) 
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preciation deductions upon another basis for 


part of its properties. ‘“[ Past] returns, so 
tar as the method of computing net income 
is concerned, 


by the 


were accepted and approved 
The 


obtained permission 


{ Commissioner | [taxpayer | 


has never sought nor 
to compute its net income 


Ci . Brown 7 


In any other way 
Helvering In the 
instant case, the [Commissioner] has de 
that the 


meets the 


termined [taxpayer's] accounting 


method 


statutory test of a clear 


reflection of 


mcome, and he has ac 


cepted and approved thie 


which the net income 


returns in 


was computed by that 
method That determination is prima faci 


correct ~~ 


- rejecting a retund 
noted that “the 


ted petitioner’s bookkeeper 


1 
Clan, One court 


+ 
( 


| 
end of each year the 
profit of the 
returils as 
pre perly reflected what the 
he 


( that at the 
books accurately reflected the 
business, 


Sta 
and that the made 
showed 
found 
accounting did 
Much 


books 


Commiussione! that 


riginal method ol 
reflect the income 


latitucke 


“An accounting method, though 
consistently used by the taxpayer 
is not conclusive, and if the 
method does not clearly reflect 
income, computation is to be made 
upon a basis which in the 
Commissioner's opinion will do so.’ 


for dis 


Commiussione! 


Acts 


given the 
in enforcing the Revenue 
Brown v. Helvering aoe 


ws N Jo agreement 
lool 


friendly an eye as the 


retion 18 


about books . . can 


make us with so 
that he 
By the 
books cease to belong to 


upon another man 


discovery 


belonged to out 
token, if the 


pe riod 
Sallie 
the same period (or method), the Commis 


will lose its 


sioner’s eve friendliness in 


stanter. And Congress has given the Com 
power to do 
glare " therefore use thy 


I had as hef thou didst 


missioner the discretionary 
more than 
discretion, break 
his neck 


THE MARITAL DEDUCTION UNDER THE TECHNICAL CHANGES ACT 
OF 1953—Continued from page 124 


result of the 


SOmn¢ CaSes aS a exercise 


he election, If, for example, the 
rit ot 


refund 
election is pay 
a deceased beneficiary 
r, it may result in 
such beneficiary’s 

Che complications are enormous but 
It is justifiable. On the 


uld not be justifiable for the 


other hand, 
(om 
missioner to argue, in 


such case, that the 


surviving 1 is lable for a gift tax 


on the theor hat the right 
making of a gift. 
that the 
such a contention. 
should 
last entence o! 
in this subsection shall be 
permit the 


exercise of the 
ot election constituted the 
However, it 1s probable Commis 


will make 


sioner 


Attention also be directed to the 
“Nothing 
construed to 
items to be twice deducted.’ 


that this provision is designed t 


subsection (a): 


Sale 
It is pr ssible 


prevent the problem raised in cases where the 


refund payable results in a 


larger marital 


deduction thus resulting in an additional re 


tund. Or it 


may be designed to cover the 


Central Railroad Company of Neu 
CCH Dec. 9586, 35 


Jersey 1 


BTA 501 


Commissvoner 
(1937) 
‘Southern Abstract & Loan Company v. Com- 
72 F. (2d) 130 (CCA-6), 1934 
Edmund Lester Pearson, Books in Black or 
Red (New York The Macmillan 


1923), p. 53 


missioner, 


Company 


Marital Deduction 


double 


refund 


situation of a 


deduction resulting 


where the 


is payable to a charity 


In such case the estate would ordinarily be 


entitled to an refund 


additional because of 


the in 
of the 


it might 


reased charitable bequest. The use 


words is not clear since 
property 
deduction It 


that the Commissioner 


“same items” 


refer to either the same 


interest or the same type oft 


may be presumed 


will take full 


ambiguity 
to assert the broadest possible tax liability 


advantage of any 


Conclusion 


It is 


answer¢ d 


that there are 
vhich will 
The only possibl 


apparent many un 


questions arise undet 
the new law solution to 


the multitude of problems is a careful and 


detailed regulation, replete with examples, 
which will serve to fill in the Raps left open 
by the law 


W ill be 


indulges hi 


his is one case where the 


tax bar grateful if the Commissioner 
s much deprecated penchant for 


{The End] 


As You Like It, Act I, 


rewriting acts ot Congress 

* William Shakespeare 
Scene 1, Line 141 Discretion frequently is 
bracketed with violence: that is, ‘ we de 
stroy them out of discretion Johann 
Goethe, Elective W. Niles, 


1872), p. 2: 


Affinities (Boston, D 





Books 


Farm Income 


Monatt’s Farmers In 
M. Monatt (Commer 
Inc 14 North 


1, Illinois. 195 


knowl 
ind larming, 


ractic: Manual vill 
in handling and reporting farm 


the at tax time and all 


acsimiule of essential 
vy filled in with repre 


|: 
tax fort are helptull 


sentative facts and figures from a typical 


farm or farm activity, to illustrate the sound 


ind proper handling of each item, each line 
All points are carefully, clearly 


ind analyzed Where the 


ici 1S 


explained 
particular prob 
a knotty one, its treatment is further 
illustrated with and figures 


specihic tacts 


ma pertinent 
duced. Up to 


segment of the torm repro 
throughout, it reflects 


changes right down to 


date 
| 

all significant tax 
press time 


For the Learner 


1954 CCH Federal Tax ( 
(learing se, Inc., 214 
Avenue, Chicago 1, 
$14.75 

If you kn 
something tor 


OUr Se (ommerce 


North Michigar 
1954. 1.050 


Illinois 


pages 


ww your tederal taxes, here's 
your 
might like it too 


up” and for refe 


1 friends 
' [deal for 


rence, it solves the 


associates an 


ind you “brush 
problem 
t what to use for 


training juniors—a 


course to make it 
and 
system, how it was de 
what it is today 
latest pertinent 


aw, rulines and de 


especially designed 


easy 


o become familiar with the ins 


oft the 


outs 
federal tax 


veloped and Reflecting 


throughout the federal tax 


isions, it gives an ex- 


pert’s-eve VIEW ot everyday federal tax 


with emphasis always on federal 


Situations, 


income taxation 


Authoritative an ndable, the 


course, 


ith its step-b 


160 


make S 


February, 


1954 e@ 


Of 


Interest 
to the Tax Man 


the federal tax laws come alive in 
. ‘ 


English in 31 chapters topically arrang 


700 examples of clear, precise interpreta 


500 practical, workaday problems on 
life” tax 


tions, 


“real 


situations—with solutions 


Facsimile forms are 


filled-in matching 
comparison 


included, plus correct, 
forms for 


\dequate 


other 


and 


] 
dAisSU 


chee king 
attention 1s 
federal 


ie entire federal revenue sy 


given to the taxes and a re 
view of tl 


stem 1s 


init lude d 


Phe course comes Im a 


flexible, durable binder 
topical and the 


handsome, 
The quick-finding 
chapter subject tal 


semi 


index 


guides make everything easy to locate, 


easy to use 
The Old Reliable 
1954 United 


Commerce 
Avenue, 


Michigan 


416 pages $3 


States 
Clearing 


Master Tax Guide 
, 214 North 
Illinois. 1954 


House, Ine 
Chicago 1, 


This volume conserves time and protects 
against overpayments and mistakes in pre 
1953 income tax 
1954 tax questions 
Code and ‘Treasury 
as amended to date of publication, and con 
trolling Supreme Court 
decisions, this dependable 


paring 
dling 


Revenue 


returns and in han 


Based on Internal 


1 


Regulations 


and ‘lax Court 


“guide” will prove 


an excellen desk or brief case aid It con 


tains a complete explanation of federal in 
they affect individuals, 
partnerships, corporations, estates and trusts 
It reflects new Regulations 118, Thoroughly 
indexed, it includes rate tables, withh« 


check deductible 


come taxes as 


ding 


tables, and lists of and 


nondeductible items 


Modern Warfare 


Vational Security 
Hall, Inc, 70 
New York 


$6 75 


Economics of George A 
Fifth \ve 


SEC ond edi 


Prentice 
York 11, 


643 pages 


Lincoln 
nue, Ne Ww 


tion, 1954 
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This is the second edition ot this book 
It deals with, among other things, the term 


i e all 


actions other than military taken to weaken 


“economic warfare,” defined as 


or disrupt the ability of an enemy or poten- 
tial enemy to provide economic support for 


his national policy.” 


American Institute Publication 


Restatement and Revision of Accounting Re 
search Bulletins American Institute of Ac- 
countants, 270 Madison Avenue, New York 
16, New York. 1953 159 pages 
bound, $2; cloth bound, $3 


Paper 


During the period between 1939 and 1953 
the American Institute of 
sued 42 bulletins 
of a program of 


Accountants is- 
opinions developed out 
Most 
dealt with accounting procedure. 
letins have 
booklet. It is number 
bulletins numbers 1 


of these 
The bul- 
this 
43 and supersedes 
through 42 


research 


now been consolidated in 


Methods 


Hlandbook of Auditing Methods. Edited by 
). K D. Van Nostrand Company, 
Inc., 250 Fourth Avenue, New York 3, New 
York. 1953. 769 pages. $12 

Part I of this book covers topics relating 
methods. Part I1—by 
part of the made 
up of articles by experts in 71 industries or 


| assel 


general auditing 


far the larger book iS 


businesses. Each article discusses auditing 
methods of a particular type of business, 


from advertising agencies to wineries 


Insurance Facts 


Life 
ot Life 
New 


The 


ganization of legal 


Book 1953 Institute 
Madison Avenue, 


107 pages 


Fact 
Insurance, 488 
York 22, New York 

Institute of Life Insurance is 


reserve lite 
companies serving the public as a 


Insurance 


msurance 
central 
information about life insurance 
Accordingly, their booklet 
amount of life 


source oft 
contains tacts 
regarding the 
force, the 


mortality tables and a wealth of other data 


msurance in 


investments of the companies, 


The Paycheck 


1954 Pay 
Lasser and Walter Lord. Business Reports, 


William J. Casey, J. K 


Almanac 


Inc., Roslyn, Long Island, New York. 166 


pages. $12 50 


There are about 60 million people, more 


or less, in these United States who are con 


Books 


shrinkage of the old pay- 
inflation, taxes, the high 
The same 


cerned with the 
check through 
cost of living and other 
60 million plus three—are concerned with 
stretching the old paycheck a little further 
The three, William J. Casey, J. K 
and Walter Lord, have 
talents to produce this 
doing with 
bonuses, 


factors. 


Lasser 
their 
what 

gimmicks 


combined 
“report” on 
others are such pay 


aS vacations, pensions, insurance 


and stock plans. 


A Question-and-Answer Booklet 


Guide to Pension and Profit Sharing Plans 
Robert S. Holzman 
Company, Inc., 11 
Mt. Vernon, New 


$1.50. 


Farnsworth Publishing 
West Avenue, 


York. pages 


Prospect 
1953. 64 
Our Robert S 
lame, 
New York 
little book Holzman has 
the hard We can all ask 


about such provocative subjects as pensions 


Clas 


who 1s a professor of taxation at 


Holzman, of “Tax 
sics” 
University, is the author of this 

Professor done 
work. question 
and profit sharing, but he provides the an 
and that is the difficult part 


swers 


Depreciation 


Realistic Depreciation Policy 
Machinery and Allied 
120 South La Salle 
1953 


A Summary 
Products Institute, 
Street, Chicago 3, Ih 


nos 35 pages $1 


Current 


depreciation allowances for tax 


purposes currently understate truce 


capital 
consumption by almost $7 billion annually, 
according to an advance 
istic Depreciation Policy, a book soon to be 
published by the Machinery and Allied Prod 


ucts Institute 


summary of Real 


understatement of 
depreciation, and consequent overstatement 


Chis huge 


of income and tax habilities, arises from two 
sources: (1) the use of original cost as a 
basis for computing depreciation during a 
period in which prices have 
tially and (2) 


that is, 


risen substan 
incorrect write-off methods, 


whatever the base for depreciation, 


the annual allowances are currently spread 


incorrectly over the life of the asset 

The current undet 
statement of depreciation is further em 
phasized in the MAPI booklet by an esti 
mate of tuture deficiencies in depreciation 


significance of the 


allowances, given a continuation of current 
tax treatment of The huge 
volume of assets acquired in earlier years 


depreciation. 


it lower prices means that original cost de 
preciation, even if no further price increases 
occur, will yield a total deficiency in accrued 
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The United States has one of the 
most outmoded depreciation systems 
of any industrialized nation in 
the world. 


about 
until 
have all 


depreciation of $70 the 
priced assets now 


ré plac ed at 


billion in 


years ahead lower 


existing been current 


price 


lhe misreporting of capital recov 


vitally affects the 
M nay 


pricing policy 


eries as 


income supply of capital 


fund erial decisions on diy ile nd and 


tend, under circumstances ot 


erode 


under tated depreciation allowances, to 
capital im the 


M ore 


tax 


distributing 


quantitative ly, 


guise ot mcome 
important 


result 


present high 
rates when depreciation is incor 


rectly computed, in turning an 


Krom the 


mcome tax 


mito standpoint ot 


a capital levy 


capital rormation, there lore, a dollar of de 


preciation, protec ted 


against taxes and mis 


applied income distribution, is worth several 


dollars of taxable income 


gument is often heard that retarded 


on accruals are unimportant since 


full value 


YT depreciated is the 


of the asset; consequently, if too little depre 
ciation is charged in early years of an asset’s 
life, too much is charged later on, thus bal 


ancing the 


scale This is fallacious for 


two 
important reasons emphasized in the book 
let: First, tax savings now are worth more 
the 


rates 


than tax savings in 
and profit 


SEC ond, a 


future so long as 


interest zero 
United 
here 
than old 
nation’s stock of productive 


are abs VE 
like the 


States has a growing stock of capital 


growing economy 
are, theretore 
the 
Consequently correct depreciation 
yielding 


more young assets 
assets in 
capital 
policy, higher allowances in the 
allow- 
total 
sum of depreciation allowances than undet 
the 


asset 


and lower 


result in a 


early years of asset life 


ances later, would higher 


which 
evenly over the life of the 


the current practice spreads 


allowance 
The experience of other nations in regard 

to both the 

off and the 


adjustments to 


rate at which assets are written 


allowance of purchasing powet 
cited to 


de Spite its 


original cost ar¢ 
substantiate the 
industrial advancement 


ments, the | 


observation that, 
and economic achieve 


nited States has one of the 


most outmoded depreciation systems of any 


industrialized nation in the world 
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Produce Reporter ompan i Comm 


© 9634 


Smith 


© 9616 (4 
Smuther S$. 7 3-2 ustc 9 9482 (( 


A-5) 


er ( PITPILLS 


mpipany z ( 
re 9 9475 (CA-3) 


The Commissioner 


New 
\ new 


bering 


system for 
System has devised for 

The Internal 
published on a 


numbering 
le en 


rulings. 
num 
Bul 


basis 


rulings 
will be 


instead ot a 


Revenue 
letin weekly 
basis and the rulings 
adopted and published therein will be num 
bered consecutively the date 
of the year. For rulings published 
in 1954 will be preceded by the 
54, followed by the number of 


as 54-1, 54-2, et All 


there will be an 


biwee kly 


prece de d by 
instance, 
numerals 
the 


indications are 


ruling, 
that 
increase in the number ot 


rulings issued 
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adopte d and 


February, 1954 @ 


54.3 


contributions by 


Ruling 
ductibility of 


Revenue pertains to 

newspapers 
aS a part ot 
Ruling 
round off 


a subscription campaign. Rev 


54-4 
to the 


enue permits the taxpayer to 


nearest dollar if he is con 


sistent in doing so 


Booklet for Americans living abroad. 
Che Internal 
pared a booklet for 


Revenue Service has pre 
United 
will be 
United States 


last year’s Revenue Ruling 


states 


helpful in de 


citizens 
liv ny abroad, WwW hic h 


termining their 


taxes It is 


No 291 


based on 


The Tax Court 


Testimonial dinner for Judges Black and 
Hill.— Judges Eugene Black and Samuel B 
Hill were honored at a testimonial dinnet 
at the Mayflower Hotel, Washington, D. ¢ 
1954. They had previously 

retirement the 
Court and a number of friends 
Washington attorneys 
M. Morris, H. Cecil 
Y. Ivins, Robert N 
thews, Robert 7 


William A 


on January 19, 


announced thei 


from Tax 


their and 
among them, 
Kilpatrick, 
Miller, 
Bird, Percy 
Sutherland 


George 
James S. 
Wright Mat 
Phillips and 
planned the dinner 
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Articles 


For the Lawyer 


“Common Tax Traps,"’ by William J. 
Bowe. Rocky Mountain Law Review, 
December, 1953. 


The author is a professor of law at 
Vanderbilt University. 


article points up a few ot the mort 


common tax traps, the kind of pitfall the 
busy lawyer, unfamiliar with the federal tax 
statutes, is likely 


Vested Remainder.—Property is leit to 
A for life, remainder to B. B 
\ Since B 


This 


to overlook. 


dic s before 


owns the remainder interest, 
its value is included in and taxed as part of 
his estate, though he never had the posses 
sion and enjoyment of the property. On the 
other hand, if property is left to A for life 
then to B if he survive A, 
nothing to be included in B’s estate, because 
he had nothing he 
chied 


and there is 


could transmit when he 


Valuation.— Don't 


always try to get the 
the lowest possible 


valuation of assets for 


estate tax purposes. Decedent's net taxable 


Blackacre, amounted to 
$50,000 some two years prior to his death 
he had retused $30,000 for Blackacre; but 
his executor, after considerable trouble and 
consultation with several real estate experts, 
obtained an appraisal of $20,000 as of the 
date of death 
filed The executor’s diligence had reduced 
the tederal estate tax from $1,600 to $500 
\ vear later the residuary 
Blackacre for $30,000. Too late he dis 
that he had a long-term capital 
gain of $10,000, whereas he would have had 
no gain if a $30,000 valuation had been used 
in the 


estate, exe luding 


The return was accepted as 


legatee sold 


covered 


estate tax return. His capital gain 
tax, computed at the alternative rate of 26 
per cent, came to $2,600 
$1,100, a tax 


the saving 


Thus, in saving 


considerably twice 


more than 


was incurred 


Articles 


Digests and Comments 
from Other Periodicals 
- « - Staff Prepared 


Capital Gains. 


of the 


think 


rate as 


loo trequently we 


effective capital 


gains tax 


26 per cent. However, whenever a singl 


$14,000 of 


taxpayer 


taxpayer has less than 


taxabk 
than 
will 


income Or a married less 


$28,000, the 


effective capital gain rate 


be lower than 26 per 


cent 
with net taxable income 
ft $10,000 bought stock for $6,000 and sold 
it more 


Thus, if a 


married taxpayer 


than six months thereafter for 
$10,000, he could, instead of using the alter 
native method of computing 
his $4,000 profit, add 
ordinary This 
would be taxed in a joint return at 29 pet 
This that the actual $4,000 


profit would only be taxed at 14.5 per cent 


capital gains 
$2,000 to his 


$2,000 


tax on 


income additional 


cent means 


Alimony Deduction. 
mony 


Prior to 1942 ali 
payments were not deductible by the 
husband and did not constitute income to 
With the tremendous increase im 
tax rates during the late 
there 
were paying 
their 
cent To 


the wife 


thirties and early 


rorties, were where hus 


spouses 40) 


Many cases 
bands their former 


per cent ot incomes and the tax col 


remedy this situa 
tion Congress provided that periodic payments 
imposed by court decree or assumed undet 


lector 60 per 


a written agreement incident to a divorce o1 
legal separation shall be taxable to the wife, 
deductible by the husband sut that 
amounts paid under a property settlement, 
either in a lump sum or by installments pas 


abl 


qualify as periodic 


note 


within less than ten years, 


payments 


Frequently overlooked in the drafting ot 


separation agreements, to be later incorpo 


rated in divorce or separation 
that these amendments do not apply to that 
portion of any payment that is specifically 
designated as an amount to be paid for the 


support of minor 


decrees, 1s 


children Thus, if an 
agreement provides that H is to pay to 
W $250 per month for the support of W 


and an additional $150 per month for the 
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~t S, their son, H’s yearly deduc 
limited to $3,000 plus his $600 de- 
pendency that 
$1. 800 half of the 
hand, if the 
that W is to be paid 
$400 per month for the support of herself 
and } on, the $4,800 is deduc tible 
by H In this latter case W has income 
$4.800 and entitled to the de 
d 


exemption. (It is assumed 


constitutes 


more than 


n’s support.) On the other 


agreement provides 


eT 


becomes 


enc exe ptiotr 
y npti 


Occasionally there is an unhappy situa 


tion where 


couples will 
ufter about 25 years, more or mat 


ried life Here will be little likelihood 


OT remarriage [ ndet 


elderly separate 
5 less, o! 
there 
these circumstances 
will be ob 


the maximum tax advantage 


tained by a without 


Separation 


court % oO Phe 


agreement 
alimony provisions 
absence of a divorce or 


But under the 


yply in the 


current in 


provisions, spouses may 


basis sO 


a split income 


legally separated by 


© insure the wite’s consent 


joint payments under 


yreement 


may onditioned on such 


Advance 
land] ord ( 


Rental 


ollects five years 


Payments. 


Suppose a 
rent in advance 
It is clear that 
reports his 


he signing 


enant 


income 


accrual method, may 


not deduct tl ull 


t payment He 


amount in the year 
is required to prorate his 
deductio1 
that 


over the five years 


It is equally 


clear a cash-basis landlord must report 


( full rhe ! as mcome 1 th Ver re- 


t} 
ceived is actually 
] 


received method 


ence 2) Lil } 

However, to the 
receipt 1s 
which the 


accrual taxpayer actual 


unimportant It is the year in 
is earned that controls. If 
until the 
would 


money 


he received no rent termination 


ot the ase, he nevertheless be re 
quired to include in each year’s return the 
imount attributable to W here 
accountant 
advise him to put it in a 


that year 
Ile receives a 
vould 


unt until it 


prepayment, his 
suspense 
lo treat the 
prepayment as income in_ the 
would 


results o 


Was Carne d 


first 


ar, when received, seriously mis 


epresent the his business opera 


courts 


I 
tions. But the tax collector and the 
| in the 
The result is a distortion of 


insist it 1s all taxable year ot receipt 


income anda 


violation of fundamental accounting con 


cepts It be justified, 


bird-in-hand 


however, as a 
collector better 
taxpaver has it Tax 


May 
policy The 


uct it while thre 


164 February, 


1954 e 


payers can readily 


of this rule by 


avoid the harsh effects 


taking the advance 


payment 
as a security deposit 


When Is an Interest Payment Deducti- 
ble ?—In Commissioner, the tax 
payer borrowed money from his bank. He 
gave the bank promissory notes for $68,950 
due at the end of five years. The bank 
interest in advance at the rate of 
$7,756.88. It 
from the face of the 


Cleaver v 


charged 


2! per cent, 


amounting to 
deducted that amount 
note and credited Cleaver’s account with 
the net proceeds of the loan, $61,193.12. The 
taxpayer, used the 
deducted 
vear the 
held the 
that no 


paid in that year 


who cash method of 


reporting, $7,756.88 as 


paid in the 


interest 
The 
improper for the 
interest had 


loan was made 


court deduction 


reason actually been 


thought he 
That is the 


le nde rs 


Thi taxpayer 


had paid the 


interest in which bankers 


Way 


other describe such 


and transac 
tions But as the court pointed out, the 
had parted with nothing 
promise. What he did 

$61,193.12 and, in 
therefor, promise to pay, at the 
years, $68,950. This type of transaction ox 


taxpayer other 


than his was to 


borrow consideration 


end of five 


curs most frequently in bank loans such as 
loans on life insut 

principal debt ts 
increased to cover the interest due, and in 


the above, in renewing 


ance policies where the 


additional borrowings from brokers to pay 


irrears Of interest on hypothecated securities 


The form of the 
to be controlling 


would seem 
in all these cases li the 


transaction 


taxpayer wants an immediate deduction for 
deliver his check f: 


interest due r} 


interest paid he must 
the amount oft 
had credited Cleaver’s account wit! 
$68,950 and he thereafter drew his personal 


check 


us, uw the 


bank 
against his enlarged account for 
interest due, 
proper. The 
paid does not 


VCal 


the deduction would have been 
fact that the interest 
prevent deductibility 


ot payment 


Equity in Tobacco Taxation 


“Tobacco Taxation in the Revenue Sys- 
tem,’’ by Warren A. Law. National Tax 
Journal, December, 1953. 


The author is an assistant professor at 
Southern Methodist University. 


familiar object ot 
taxation since 1601, when James I laid the 
first special tax on this “drugge of late years 


Tobacco has been a 
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found out.” Tobacco taxation, as we now 
States, 
and at one period in the 1870's 
provided over 
internal 


billion in 


know it the United dates from 


this 
total 


over $2 


1862, 
source one third of 
tederal yday 
collected an- 


nually by the federal government, 41 states, 


revenues Le 


tobacco taxes are 


the District of Columbia and over 300 muni 


cipalities. Over 95 per cent of this amount 


is received from taxes on cigarettes 


The ob on 


tobacco t: . 26 


most often voiced against 


against excise in general, 
eltect It is 


groups pay 


is that they are regressive in 


true that low-income in tobacco 


taxes 


a larger proportion of their disposable 
] 


incomes than do higher-income groups 





Like all othe: tobacco taxes have 


od and 


of tobacco 


le vies, 


bad features Lhe 


principal de 
taxes at the time 
cost ot 


level 


present 
and the higl 


th tate 


' twit 
Rressivity 


ressivity cigarette 


diminished by a change 


taxation 
from the 
levy 


Most 
| 


man ad 


flat-rate a graduated or ad 


impost federal excise taxes 


and the 
appre 


valorem basis, 


with seven brackets, vaches 


in ad valores m le Vy 


federal tax thousand 1s 


len to a rate 3.3 per cent ot 


manufacturer's before 


yy brands, 


tax) 
101.5 
An ad valorem 


this 


compared with 


m standard brands 


cent 


would remove 
] 


tax inmequity 


assumption that econ 


consumed largely by lowe! 
income group would reduce the regressi\ 


ot cigarette taxation 


a differential tax 
involved a bracket 


posals to date for 


rarettes have rate 


ather than a strict ad valorem 


most recent introduced 


last 


measure, 
ongress by Representative 
f Pennsylvania, provided 


$2.90 per thousand on 


for a 
cigarettes 
t retail for 13 cents or less (not 
taxes), and $4 on those sell 


Chis would 


retailed for 


State 


more than 13 cents 


onomy brands to be 


brands 


yuld 


federal tax 


than standard 


feasible program today wi involve 


osition ot an SU pet 


| cent 


rarettes, levied on the manutacturer's 


is would retain the present 


} 
cents per mm standard 


would result : +6 cent tax 


on onomy brands 


ild probably 


mean a five cent differential 


Articles 


it list prices unchanged, Such a 
change would involve 
but it is difficult to make any 


estimate li had ex 


remaimed 
rate a loss oft federal 
tax revenues, 
accurate these 


isted in 


rates 
brands had been 
10 per cent of the cigarette 
would 


1952 and economy 
able to capture 

market, tederal 
about $47 


revenues been 


hav ce 


million lower than they actually 


were 


The second mmportant defect of tobacco 


high cost of their administration 
level Lhe 
federal 


taxes 1s the 
at the 


which 


state obvious advantage 
the 


collecting tobacco taxes, in comparison with 


government possesses in 
the states, has led many students of federal 
state fiscal relations to 
latter withdraw from 
Only at the federal level can the 
imposed on the manufacturer, In 


with the 


recommend that the 


this area entirely 
tax be 
contrast 
collect from 
thousands of wholesalers and retailers (and 


otten trom 


states, which must 


consumers), the Bureau of In 
collected 
only 48 
over 97 pet 
collected eight 


ternal Revenue tobacco 
1951 


the ac, 


taxes in 
irom manutacturers; 


cent of the 


and ot 
total was 


Irom tirms 


Association, the Na 
and the National 
lax Administrators recom 
mended that the states abandon the 
tax to the return 
for state monopolies of death, gift, gasoline 
and admissions 
Such a 


result in 


Phe American Bar 


tional Tax Association 


Association of 


tobacxc a) 
federal government, in 


taxes, and liquor licenses 


shifting of revenue sources would 


seriou lislocations in state ta» 


systems 


However, tobacco taxation does offer at 
tractive possibilities for a program of fed 
eral collection with 


Phe 
for such a chi 


state sharing of the 


revenues key to a feasible 


program 
ange is the construction of an ac 


ceptable formula for distribution to the states 


With modifications, the 
outlined by the 


feasible 


simple program 


1943 


require 


Garoves committee in 
today It 


two 


would be would 
an increase ol 


tederal 


cents per pat k i he 
total ot 


and the distribution of the 


present cigarette tax, to a 


ten 


cents, 


vie ld 


trom tour cents of this amount among the 


states, along with 50 per cent of the reve 


nues other tobacco taxes In 


the 
k ach 
percentage of the total United States popu 
1950, 


trom return, 


states would abandon all such taxes 


State would share according to its 


lation in with urban population re 
ceiving a weight 1.5, compared with 1 
rural. In 


those 


per cent tor order to facilitate 


‘ ; 
the change in would 


States which 


less under such 


receive a program than they 





uaranteed sum 


specihed percentage 


under 


Federal-State Conflict 


‘Notable Differences in State and Fed- 
eral Income Tax Statutes,’’ by Joseph 
S. Abdnor. Minnesota Law Review, 
December, 1953. 


The author is Assistant Attorney Gen- 
eral, State of Minnesota. 


The Minnesota Act of 1933 
adopted many of the provisions otf the In 
Code of that Judicial 
Minnesota State 


priot 


Income Tax 


ternal Revenue time 


developments in the Court 
indicate that the 


Federal Code has 


ung the state 


construction of the 
been deemed controlling in 
statute. The 
as construed by 


adoption 
the fed 
eliminated a great deal 


of the federal law 


eral courts initially 
f the litigation normally required in the in 
terpretation and application of any new tax 
aw It has 


nm through the years 


diminished multiplicity of litiga 


In virtually every session of the legisla 


ture, the Minnesota law has been amended 
to conform to certain changes made in the 
Untortunately, the general con 
to the federal 


practitioners to over 


federal law 
formity of the Minnesota law 


law sometimes leads 


look or 
do exist 


fail to recognize the differences that 
Among the 
interest but are 
looked are the 


(1) There 


ments im the 


differences which are 


f general sometimes over 


following 


are differences in filing require 


state and federal laws. If an 


individual or fiduciary has gross income of 


$1,000 or more, or a normal income tax in 


of applicable credits, a Minnesota in 


excess 


come tax return is required. If a corpora 


tion has gross before deductions in 


Mcoimne 


excess ot $5,000, or net mcorne 


after deduc 


tions in excess of $500, a Minnesota income 
filed. While the 


law permits corporations to file consolidated 


tax return must be federal 


returns under certain circumstances, Minne 
sota has no law permitting such consolidated 


returns by corporations 


(2) As to items includible in gross income, 


there are certain basic differences between 


the federal and state law. Interest on United 


166 February, 


1954 e@ 


States Government bonds 1s ft 


federal income 
Minnesota do 
vernment bonds t 


Minnesota | 


ri W 


part includible for 


poses The State ol 


interest on Cs 
but under 


includible in the measure of the fr: 


Minnesota law, $3,000 of 


of servicemen and women 


SS Income and there is no 


state law requiring that 


military services be performed in combat 


areas. Furthermore, there is no distinction 


issioned and 


drawn between the pay of com 


noncommissioned personnel 


(4) Under the Minnesota 


raw, Section 290.1019), no deduction is allowe 


provisions otf 


| 


lor expenses, interest and taxes 


connect¢ 


with or allocable against the 


production o1 


receipt of income not included in the mea 


ure of the tax 


(5) Minnesota law allows to corporations 
a property payroll credit against the Minne 
sota tax. No similar 
the federal law 


provision exists unce 


(6) Minnesota has a rule designed to pro 
tect the 
nonresident beneficiary of income fron 


No similar 


required in the 


state in collection of taxes from 


a Mi 
provision is coi 
federal law 


nesota estate 


tained or 


(7) Under state law no deduction is all 
for expenses paid or incurred for the 
agement, 


conservation Or maintenal 


nontrade or nonbusiness property he 


the production of income 


(8) The Minnesota law has no part com 
parable to the provision of the Internal Rev 
enue Code allowing percentage depletion o1 





depletion based on discovery value 


(9) The federal law is more liberal than 


the state law in types ot medical deductions 


allowed 


(10) 
itable 
federal 


With regard to a deduction for char 
and other contributions, the state and 
laws are similar except tl 


deduction for 


very 
contributions by the state 
is limited to 15 per cent ot 
both 


#ross mconie 


all taxpayers, individual and 


(11) 


corporat 


The state law goes one step further 
than the 
dividends-received credit of corporations ai 
provides that the 1 


federal law with regard to the 
divi 


is allowed undet 


15 per cent of such 
which no credit 
shall be allowed as a deduction 
or credit if the recipient owns SU per cent o1 
more of all the stock of 

dividends paid 
from income arising out of business done in 


dends for 
federal law 
voting such other 


corporation and the wert 
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this state by the corporation 


paying such 


dividends 


(12) Under Minnesota 


provision for the carry 


law, there is no 


ry-back of net operating 
that 
years. In com 
puting net operating loss under Minnesota law, 
federal income taxes paid are not 


but tl ] 
osses but the LOSSES 


law does provide 


nay be carried forward for two 


includible 


(13) Certain provisions of Section 112 ot 
he Internal Code, 


loss, 


Revenue governing the 


ecognition of gaim or1 have not been 


the Minnesota law 


are a number of differences 
federal and state laws relating 


Also, in the 


gains and allow 


ains or | 


SSeS com 
on capital 
there are fundamental 


Min 


an alterna 


state and tederal law 
provision tot 


rains such as that found 


(15) An important distinction in the ted 
eral and state law 1s found in the 


; rtl 


treatment 
less securities and nonbusiness bad 


debts. Minnesota law treats worthless secu 


ionbusiness bad debts as a deduc 


income rather than capital 


allowed in full 
limitation ap able te 


, 
uch deduct 


capital 


t is not possible to include all of the dit 


the state and tederal laws. For 
, the preceding discussion calls 
principal differences in the 


ause th most ¢ 


in the 


mcern to 


state oft Minne sota 


Intergovernmental Tax Devices 


‘A Critique of Some Federal, State, and 
Local Tax Coordination Techniques,"’ by 
Burton W. Kanter. Indiana Law Jour- 
nal, Fall, 1953. 


The author is a teaching associate at 
Indiana University School of Law. 


The attempts at intergovernmental fiscal 


1 


lu past two decades 


o-ordination during the 


been patternless Interest has 


the years Che 


and the 


vacil 
ine quitable tax 


tribution burdensome cost of 


duplicate administration and taxpayer com 


pliance, which are the consequences of the 


overlapping use ot revenue have 


sources, 


focused attention on the 


need To! co 


ordination Preservatio1 of 


democratt 
government depends on an over-all tax system 


Articles 


which does not destroy tree, responsible 


state and local governments 


Deductibility.— I h« 


of deductibility 


co-ordination device 


is generally considered one 
ot the greatest advances in 


fiscal relations It 


federal-state 
consists of one jurisdic 


tion deduction of 


permitting the 
levied by 


taxcs 


another jurisdiction. Presently 
most 


trom the 


the tederal government 
taxes to be deducted 


be Tore 


allows state 
federal 
determining tax 
states permit a similar de 
federal 


alleviate the 


income tax base 
liability 


duction of 


Some 


speci taxes L« 


effect ot 
verlapping taxes while retaming the 
sovereigi 


ductibility tends to 


states’ 


power to impose and administer 


then 


own taxes. It 


also serves to prevent 


State 
individual, even 


a confiscatory combined and 


federal 
marginal tax rate for any 
though the 
100 per 


mitigates interstate tax 


nominal 
cent 


rates together 


exceeqg 


deductibility 
competition 


Furthermore, 


Sharing. 


proposed 101 


Another 


intergovernmental 
ordination is tax 


technique frequently 
fiscal co 
sharing Phe 
would levy and 
then 


Irom 


federal! 
lera! 
government administer the 


11 


return all, or 


part, of the 
| 


taxes to the ot 


1 
taxes and 


proceeds certain 1c 


levels of government. This would eliminate 


administration and compliance 


( uplicate 
It would also eliminate 


petition by 


interstate tax con 


eltlecting unitormiuty in rates 


returned on the 


sharing 


lf revenue is 


basis of 


need, tax operates as a method 
of equalization, subsidizing the 


tricts at the 


poorer dis 
ones \ 


warranted 


expense of richer 


1 
aegree oft 


to the 


subsidization may be 
extent that there is a large 
benefit to be derived trom 


certain minimum pattern of expenditure 


mcasure 
or common 


Separation of 
revenue 


Sources. 


SOUTCES (te 


Separation ol 
rms of taxation) has 
method 
though it does not constitute 


long been advocated as a ot tan 
co-ordination, 
co-ordination or 


Phe 


been 


Integration in any : . ri 


general problem of tax incidence has 


wholly ignored by the ad 


ivocates oft 


separation schemes 


Ultimately, the 
must be 


source 
ot tax payments mainly income 


and, to a lesser 
of the 


degree, wealth, irrespective 


torm of taxation by which the tax is 
| source 


exacted Proposals for separation 


do not and cannot separate the incidence 


! taxation 


Tax Credits.—The tax 
a familiar 
ot estate 


credit is already 
co-ordination device in the 


and payroll tax 


areas 


he credit is not 


(Continued on page 169) 
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Quebec's New Income Tax 
\ per onal 


] per cent ol the 


collecte d in the 


tax of approximately 
that is 
imposed, 


‘I he 


imposition of the in 


mcome 
Dominion tax 
province is to be 

if Premier Duplessis’ bill becomes law 
bill provides for the 
and tor 


single 


come tax for the next three years 


exemptions of $1,500 for 
$3,000 for 


personal 
and married 
The drafters of the 

opinion that the tax 


ainst the 


persons taxpayers 


legislation express the 
will be allowed aS a 


credit ag taxpayer's Dominion tax 


Separation Agreement 


Payments for children's maintenance 


are deductible. 


made a 
Under the 
agreed to pay 


\ taxpayer separation agreement 
this 


veal 


with his terms of 


$1,500 a 


wile 
agreement he 
to each of his two daughters in the event 
that his wife predeceased him or remarried 
to this 


taxpayer 


Pursuant agreement, after his wife’s 
death, the 


his two 


made the 
and claimed 
ments as a deduction from taxable income 
The Minister disallowed the deduction; the 
taxpayer appe aled 


payments to 


daughters these pay 


Fabio Monet, 2 ( 
pe al board, allowed the appeal 
ments 


, chairman of the ap 
The pay 
pursuant to a separation 
deductible under the 
Tax Act.—Beard 


National Revenue, 53 


were made 


agreement and were 
provisions of the Income 
more v. Minister of 


DTC 411 


Oil Production 


Payment of royalty arrears is income be- 
cause still based upon use of property. 


An Alberta taxpayer 
hausted depletion” 


claimed an “ex 


allowance in respect ol 


oil royalties he received. One of the wells 


168 February, 


1954 e@ 


New Income Tax ... 


Gift Following a Stroke .. . 


Separation Agreement Payments 


Canedian Tax Letter 


on which royalties were paid him blew out 
of control and as a result the productio 
in excess of the “al 
The result: The tax 


payer receive d in one taxation period royalt 


over a period was tar 
lowable production.’ 


have r¢ 
Minister 
“exhausted 


would 
a ionger period 7 he 
this deduction for 


arrears which normally he 


ceived over 
disallowed 


depletion.” 


On appe al, Mr. Justice Cameron of the 
Exchequer Court upheld the Minister. Had 
the well not blown out of control and had 
the payments been made in the ordinary 
course of business the whole amount in 
dispute would have constituted taxable in 
The amount amount 


received by the appellant that was depend 


come was clearly an 


ent upon use or production from property 
and was properly included in the appellant’s 
taxable income.—Joseph Rebus v. Minister 


of National Revenue, 53 DTC 1237. 


Payments to Widow 


Payments in satisfaction of personal 
obligation not deductible because of 
relationship between taxpayer and 
payee. 


\ taxpayer was bequeathed a_ business, 
including the business premises, by his late 
father on condition that he agree to pay to 
his mother a monthly and 
addition pay for home 
The were charged witl 
the performance of the agreement. The tax 
payer sought to deduct payments 
made to his mother as an expense of the 

were rent for the busi 
The Minister disallowed the 
The appeal board dismissed the 
taxpayer’s subsequent appeal and the tax 
took the appeal to the 


allowance 

the upkeep of her 
business premises 
these 
business as if they 
ness premises 


deduction. 


payer 
Court. 


Exchequet 


The Exchequer Court dismissed this ap 
peal. Mr. Justice Cameron pointed out that 
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the obligation to make the payments in 


question was strictly personal to the appel- 
lant 


t 


to pay 


The business was in no way obligated 
The disbursements made in 
satisfaction of the appellant’s personal ob- 


were 


ligations and were not made for the purpose 
of earning profits—Wiulson v. Minister of 
National Revenue, 53 DTC 1242 


In Contemplation of Death 


No tax attaches to gift by husband to 
wife where his death is impending. 


\ retired businessman, aged 80, suffered 
1949. He 
a partial recovery therefrom, but de 


both 


so doing 


ia stroke o1 
made 
teriorated 
while 


seizure on June 27, 


mentally 
warned him to 
he might die at any time, 

he was a recalcitrant patient and ove! 
exerted himself and his health deteriorated 
more rapidly than had been anticipated. In 
addition, he had some financial worries 


physically and 
His doc tor 


easy since 


On 


ARTICLES—Continued from page 


1 deduction of the tax paid in one jurisdic 


income to be 


jurisdic tion; 


taxed in another 


rather it is an offset of 


one 
or part of one) tax dollar against another 


ax credit fail to 
tax 


arrangements attain 


efhiciency and administra- 


Duplicate administra 


retained 


Phe 


presently in wide 


economy in 
tion and compliance 


tion in general is 


Grants-in-Aid. 
ordination 
It is 
trast, 


grant-in-aid is a co 


method 


like 


grants are 


use 


much tax sharing, but, in con 


usually made for specific 


purposes. However, the local 


state and 


governments 


cannot claim a in-aid as 


right 


grant 


1 matter of and 


must often comply 


vith certain conditions 


] 


is general 


Moreover, sharing 


ly tied to a specific tax source 


whereas grants 


Phe 


sTTLit 


come out of general 


reve- 


nues grant arrangement is a powerful 


econ weapon for establishing a uniform 


1 


minimum standard for 


certain socially de- 


sirable ex 


s1on, itie 


programs. This ct 
the 


must in leg lestroy 


mpul 
ald, 


fiscal 


penditure 
| grant- 

the 
ndependence > and local vyovern 
the 


} 
as equalization 


hat they are based Ol 


nents 
| 


iO serve 


Nevertheless, grant arrangements 


factors to the extent 


indexes of need 


lax supplements have too 


Supplements. 


long been disregarded as a technique of 


he possibility ot a hig 


atio1 \ tax s 


deg ot 


pplement consists 


Articles 


February 13, 1950, he brought his wife to 
his bank and deposited in her name three 
insurance checks totalling $39,360.06. Prior 
death the 
withdrawals she these 


amounted to 


later, 
trom 


to his months 


some five 
made 
$1,316.59, which 
used only for his hospital and medical ex 
On April 28, 1950, he suffered an 
stroke and was placed in a hospital 
where he died on September 23, 1950. The 
Minister sought to levy a gift tax on the 
funds deposited in the wife’s name on the 


only 
funds she 
penses, 


other 


ground that here had been a gift inter vivos 
However, no gift tax was due because the 
three factors necessary to constitute an 
effectual donatio mortis causa were present 
“first, the gift must have been made by the 
donor in contemplation of the approach of 
death; secondly, it must have been intended to 
take complete effect only after the donor’s 
decease; and thirdly, there must have been 
delivery of the subject matter of the gift.” 

-E-state of Robert William Stratton v. Mints 


ter of National Revenue, 53 DTC 361 
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ot states (or lower levels of government) 


levying their tax in 


ot the federal tax 


terms ot a percentage 
Supplements, while retain 
ing the use of an overlapping revenue source, 
do not involve the same inequitable regressive 
tax distribution presently in existence, since 
there would be 


fewer forms of taxation and 


these would generally be progressive. There 


are some which 


administration problems 
the the tax 
Nonetheless, it is certain that local govern- 
ments better able to handle the task 
of administering supplements than a wide 


of other 


arise irom use Ol Same base. 


are 


Variety rorms ot taxation 


Other Tax Co-ordination Methods. 


gested 


Sug 


techniques taxes 


co-ordinating 


1o1 
include adoption of uniform tax bases and 
methods of computation not the 
field, but regard to 


forms or taxation 


only in 


income tax with 


utilized 


also 


othei by two or 


more 


levels of government; admunistrative 


cooperation: and the 
fiscal 


tax 


establishment of a 


commission with 


concerning itself 


co-ordination 


no method of 
compel the 
the problem of 
However, it 1s 


all 


plish intergovernmental tax 


Clearly, single tax co- 


ordination can assent of all as 


a solution of conflicting 


taxation necessary to have 


an over! 


program designed to accom 


co-ordination 


berore single difficulty Cal be ad 
olved 
sf) \ « i 


any 


quate ly 





Acq. and Non-acqa. 


Law Institute Tax Project tax project which a with 
° e or cert: trusts ere the 
and the Clifford Regulations a lpr er ; 


taken the position that the 

be treated as the substantial ow 
trust, that 1s, trusts which involve 
so-called Clifford case problem. Writing in 
the March, 1953 issue of the Columbia Lat 


lawyers and bank oth 
the trust field have 


o merease the utility 


Review, the reporters and special consult 
vehicle for family 


ants on the Income ‘Tax Project stated 
sure, the road 


, “The Draft accordingly accepts the policy 
asy one and 


decisions embodied in the Clifford Reg 
roadblocks L 


surmount 
lations as the substantive basis for 


opponents, open and con 


; rules in this area.” 
€ capital system. Taxes, 


varticularly federal income taxes, have been It seems a little disingenuous to treat the 
the most dangerous of these road adoption of the extreme Treasury Depart 
because it has been through tt! ment point of view as a mere “technical” 
the progressive income tax at co matter having little or nothing to do with 
fiscatorv rates that the chief attack o “the areas of political or fiscal policy.” It 
American system of private capital hi is not my purpose to go into the merits 


been made ot the Clifford regulations which, to many, 


the champions of the inter appear to have as little support from the 


S10 7 th tf rif < tc < } 
Lnown who their enemies decision ¢ e cla rd case itself a that 


. at sion hac } y oO ot ti “<O 
been able to take appropri lecision had in or language of the Code 


. : t is ) 0S Oo 00 t to th 
ombat them, but within re It is my pury e, however, to object to the 
| 


, passi ra) ot this or policy lecisio 
ave been the victims of pa ng tH i th major policy deci n 


ittack from a source which as a “technical” matte 


normal circumstances, should have It would be or thing if this 


triendly The December, 1953 issue ot to ingraft the lifford regulations 


The ( 1 ae le arries an arti Code itseli had been mad solely I 
the Income American Law _ Institute’s Income 7: 
Law Insti Project, but that is not all. The American 
and method Bar Association’s Committee / 

project n the cours atio t | 


lax 
states and Trusts, 


statemen s made (at long 


established pt 
American Law _ Institute’s 
report Ww h was submitted 
meeting ere it Was a 
statement ; not reacl majority of the members o 
Dp litical and al p taxation ho were present 


Most 


it might also noted tl 
broad middle ground, and are the provisions 


pro al ot the American Law Insti 


which we have come to refer to as the ‘tecl and the Tax Section of the America 


nical’ provisio 2 Income tax jar Association includes an entirely new 


not, I submit, accu treatment of accumulated income of trust 


' f : | 
portions of the income his treatment is a complete reversal of 
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nve Virit 


whack” | Why not achieve certainty somewhat 
dge ot higher nearer a rule that trust income 


‘5 Eee should be taxed to the person 
saiienientenaial who in fact receives it, except in 
drastic the most extraordinary circumstances. 


exercise ot 


average tax 


ve no relation 
axes. With respect to estates, siderable doubt in my mind as to whether 
es irrevocable elections such a majority does appreciate what 1s 
al representative which going on, particularly when the proponents 


l reate surcharge problems, state that “the policy changes exist only 
increasing the hazards of such fiduci at the technical level.” It is tor the put 
proposals are not in pose oft bringing the matter to the attention 
“middle ground.” They are definitely of as many interested persons as possible 
sions of policy and are all untavorable that I am asking you to publish this letter 
to those interested in trusts \ttorneys, in your pages 
ste fark eo roel a aig In conclusion, may I voice the warning 
> if ¢ W ¢ Alt ISsc¢e 2 « Cc S| 4 

aame tx “aaa cae ind viet a me that not too much stock should be taken 
‘ a ‘ in the argument so often heard that it is 


| S of t nco } sib] st TE 
recause f the incomprehensible tatutory necessary to incorporate the Clifford regu 


language) to acquaint themselves with these lations inte the étetehe te Geller to. bee 


roposals i do S { shoul : 
proposal Having done , they should certainty into this field. Certainty is a fine 


make their views known to the proper of thing, but why not achieve it somewhat 


C1 ls o t} . \ > 2 ns > 
- t the American Law Institute and nearer a rule that trust income should be 


the American Bar Association taxed to the person who in tact receives 1t, 
Now, no fair-minded lawyer or trust except in the most extraordinary circum 
omcer can object to the American Law stances Let us look at the present pro 
Institute, or the American Bar Association, posal carefully We have seen a steady 
h, taking the position that the pres pressure to extend the areas where trust 
lifford regulations should be incorpo income is taxed to the grantor. Could the 
rated into the Code or that the treatment present proposal represent the first step in 
accumulated income of trusts should be a concerted effort to have all trust income 
provided he is satisfied that a taxed to the grantor, regardless of the 

~ the membership of both organi terms of the trust 
ully appreciate what is going on 


e JoHN DANE, Ih 


with the prop sals Due to the 


the questions, there 1s con Boston, MASSACHUSETTS 


INSTALLMENT SALES FINANCING AND TAXES— 


Continued from page 150 


It } discou ceivables, rathe that the reserve does not exceed an amount 
to reach that bears a fair and reasonable relationship 


Ompany as to probable losses 


If in an abundance of caution the finances 


company demands a holdback that is mo 


1 


dealer's contingent than ample in relation to probable I 


until the reserve the dealer should suggest that two reserves 
or credits, be established out of the hold 


back One reserve might be established 

must exceed a conservative amount and be made t 
plus ited percentage operate in the manner ce scribed above ; the 
receivables In essence, other reserve would be additional securit 
some substantial cond to the finance company and would not be 


pertormed befor 


1 
Cidallt 


subject to invasion unless. upon exhaustion 

fo the res¢ ot the first reserve, the dealer failed to 
) } 1 , ' ‘ 

ioldback, — satisty his guarantor’s liability 


lable to absor 1 debt losses: and [The End] 
Acq. and Non-acq. 17] 





Tax-Wise 


Meetings of Tax Men 
Dickinson College.—An 


eral and 


Ked 


benefit ot 


Institute of 
State Taxation, for the 
accountants, 


has be en 


attorneys and life underwriters, 
Dickinson College, 
It will be 


Saturdays 


announce d by 
Pe ni 


SUCCESSIVE 


Carlisle, vivania conducted 


April 24, 


colle i ¢ 


Ol three 


May | 


and & on the campus ol the 


University of Miami, Florida. 
hold its 
rence at the 

Miami 
3, 1954 


this year 


This um 
Annual Tax 


| Hotel, 


Roney Plaza 
April 


ren ae 
versity will Ninth 


Conte 
Florida, March 29 to 
An enlarged program is planned 
which will 


Beach, 


cover national, inter 


national and state-wide tax problems 


State Tax News 


Unemployment taxes timely pay 


t of state contribution is important for 


ricnce-rating purposes Lhe following 


ites permit the volun 
Indiana, Iowa, 


Soutl 


employer to make 
tary contributions \rizona 


Minnesota, Nebraska, 
Dakota and Wisconsin 


Pennsylvania, 


Georgia . . . A deduction { 

nt parent tor tl xpense of 
permitting the parent 

business 


as otten 


the fed 


t affected 
claw The few changes 
Marital 
end of the 


were l 


re made apply to individuals 


termined 


deat occul 
AXpayers deduct the 


| 
dependents as « ¢ 


Way 
‘ nad © 


dependency exi at that time 


Michigan... BF 


and the 


th the Atte 
Michigan Court of Claims 


mey (ren 
eral 


declare the iit 


172 


imum tax provision ot the 


February, 


1954 @ 


Taxes... 
Tax People... 
Things Taxed... 


new tranchise tax 


allocation formula un 
1952 the Michigan law 
was amended to provide a new formula for 
allocating paid-up capital and surplus of a 


constitutional. In 


corporation doing business within and with 
out the The formula provided that 
the tax computed under it should not be less 
than the tax paid in 1951 unless there 


State 


was 
a decrease in the outstanding capital stock 
Some taxpayers paid their taxes under pro 
test, and retund will be due. 


Utah .. 


raised the tax on cigarettes For cigarettes 


Legislators defied the veto and 


weighing less than 
sand, the 
mills per cigarette most 
of the cigarettes bought, king size or regu 


lar, will be taxed at four cents per pack 


thou 
mill to two 
, which means that 


three pounds pet 
crease 18S Irom one 


Wisconsin 
were 


Income tax re 
1953 les 


culations 


amended to fit the islative en 


actments. Bonuses and 


retirement pay art 
required to be reported on 


they are to be 


informational 
deducted The 
extended to mines 
copper and 
High lights of the new law 


are a change in the 


returns 
depletion allowance is 


and mills finishing 


other ore 


(except iron) 


rates, a change in the 
personal exemptions, no more discount for 
prompt payment of the tax and an increase 
in the nondeductible 


expenses 


portion of medical 


City Tax News 


Baltimore 
o three 


increased 


cents pel 


pack o 


Boston 


proposal is to tax 


may have a payro 

employees o } city 
who reside elsewhere; another proposal 
would impose a tax on all income trom 


work performed in the ci 


Campbell, Ohio . . . now 


income tax at the rate « 


imposes al 
10 of J per cent 
effective 


The ordinance became 9 


Januar \ 
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1954 and is an 
was 


which 


With- 


increase in the rate 
3/10 of 1 per cent. 
holding is required 


formerly 


Pittsburgh 


tion of a tax on 


is debating the imposi- 
rate of 1 


March 1, 1954 


wages at the 


per cent, to become effective 


Washington, D. C. 
tional $4.5 million is considering in 


creasing rates on cigarettes, beer and other 
alcohol 


COoTHe 


needs an addi 


beverages, motor vehicle fuel, in- 


nsurance net premium 


receipts and 


many other items 


Twenty-five Years Ago 


Chose who like to reminisce 
good old 


their 


“the 


rec alle d 


about 
will 


1 ” 
adays 


enjoy having 


minds the community-property 


that existed in California and whicl 


article by Ralph V 
Smith, of Los Angeles in the February, 
1929 
Calit 


that was act 


is discussed 1 an 


issue of this magazine For a time 


rnia did not enjoy the income 
orded the 


community-proy 


splitting 
residents of othe 
erty states and that is now 
enjoyed by all married taxpayers. This was 


decision which termed the 


bec 1uS¢ ot a 


ight of the wite as an 


expectancy rather 


as a present and vested interest in 


operty of the 


community during the 


eriod of converture Phe 
orrected that by 
section “The 


and 


California Legis 


] 
lature <« enacting the fol 


respective interests 


husband wife in community 


property during the continuance of the 


Marriage relation are 


present, existing and 


equal under the management and control of the 
After this “vesting” 


State 


husband.” 


taxpayers of the of California were 


income hitting 
Spanish origin 
OSES aS It 1S 


property of the wife before mar 


1 


the property of the wife after 


effect this right that the 
Centuries ago warring 


thei 


TS and landowne TS WO 


room 
was probably most intereste 


could very well have been the several 


red acres contiguous to his estate lo 
prevent the groom from killing his wife 


land d 


dowe ry 


and taking the ywery as his 


very 
own, the 


prope 


remained the separate 


rty of the wife and she bequeathed 


her own family. Thus the hus- 


Tax-Wise 


band had control of the 
long as the wife lived 


property only so 
Mr. Smith’s article 


tells how it nearly lost its Spanish flavor 


Budgets and Tax Reduction 
How high should 


question for which there is no 
answe! lhe Committee for 


taxes be This is a 
single 
Economic 
Development, however, has an answer 


Taxes should be high enough to balance 
the budget We that 
sound principle. In this simple form, how 
sufficiently 


believe this is a 


ever, it is not precise to be 


guide to policy 


“We 


mcaning ot 
is that the 
be balanced Or! 


that the useful and feasible 
the budget-balancing principle 


be lie ve 


cash-consolidated budget should 
vield a moderate 


conditions of 


surplus 


under high employment It 


we were to try 


to balance the budget every 


year, we would have to raise tax rates in a 


recession, for the yield ot the 


existing tax 


rates would decline when the national in 


declined Sucl would agera 


Similarly, balancing the 


come action 
vate the 


budget 


recession 
annually would call for tax re 
would intensify 
the inflation But if we set tax 

that they balance the 
dated high employment 
at this time we 
96% of the 


ductions in inflation, which 
rates so 
would cash-consoli 
budget at (which 
regard as employment ot 
labor force) we will get sur 
inflation and deficits in 
These 


position will 
flation and deflation 


pluses in depres 


sion automatic chan 


budget tend 


“The cash-consolidated budget 


will be 
current 
June 30, 


balance in the 
(1954), whicl 


according 1 h St recent 


approximately i 
fiscal year 
1954. 
estimates AS a ¥ t the tax 
that occur anus & 
1955 


billion below th al 1954 revenues 


1951, provides 
to take effect 
on April 1, 1954 On that date, 


Excise 


ends on 

official 
change bh. 
1954, fiscal 


revenues about $3 


reduc ‘ d 


‘Existing law, enacted 


for tw 


oO more tax reductions 


certal 


taxes are scheduled 


decline, ana 
corpor: pronts tax 
2% to 47% Phese 


al 1955 revenue by 


vould 
char Cs 
another 
amount of expendi 
o balance the cas} 


billion 


] 


iminary inmftormatio 


about plar s tor 





tuati 


able to cut taxes 


$2.5 billion (in additio 


ok effect on January 


tl lagnitude o 


1 1 
take place 


the tuture 
7 becomes 


rced to increase 


ational security substantially 


program 


opportunities tor tax reduc 


s¢ 
vill stimulate economi 
conditions are favor 

unt on a large increase 


ome in the next few years 


the 
rates 


will permit us to raise 


much lower tax 


rates 


$10 billion 


budget 


101 


n the appeal 


| alk,” page 


Taxes on Radio and TV 


Kight radio 


Jinx Falkenburg, a pair of trat 
moderated by Walter 
spots for T\ 

1954 tax information program 
Institute of Accountants 
with the United 


rvice for until 


shows 
tour cartoor th 
Ameri 


prepared in 


of the 
Can 
\Ntat | 9] 

ates nternal 


March 15 


cooperation 


Revenue S« 


us¢ 


Information about the income t: 

Irom the 
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